


TAX 


TAX MAGAZINE 


A COMMERCE CLEARING HOUSE PUBLICATION 


Compensation of Executives 
Under the 1954 Code 


By Harry J. Rudick 


BOSTON 


3,877 687,000 
CHICAGO : 


$13,214,601,000 
NEW YORK 


OMAHA $13,180,953,000 


5,118,278,000 


N FRANCISCO 
7,379,577,000 SbF 
ee F- 
(EERE RRs 


vat oeee nn PHILADELPHIA 
$10,243,321,000 


By 
ray 


ss 
4] 
+ 
iv 


ie 


CINCINNATI 
$9,048,047,000 


DALLAS ATLANTA 
$3,633,033,000 $4,224,494,000 


The total internal revenue collections for the fiscal year 1954 amounted to 
$69,920 million—up $233 million over the preceding year. The above figures 
show collections by regions. 





Coming—The new tax law corrected some 
inequities which faced the salesinan. Clark 
E. Bowen's article on the tax problems that 
the salesman must solve in regard to busi- 
ness expenses when he files his income tax 
return will be especially timely and helpful. 
Mr. Bowen is a Miami Beach attorney. 


Farmers, like everybody else, are taxpayers 
and must face up to their responsibilities 
in the next few months. Philip J. Erbacher, 
Kansas City attorney and assistant professor 
of tax law at the University of Kansas City, 
writes about their perennial tax problems. 


Also scheduled for next month are a number 
of worth-while articles on special tax situa- 
tions: Edward Roesken's ‘State Tax Trends,"’ 
Kenneth Carroad and Stanley H. Hand- 
man's ‘‘Nondeductibility of Certain Losses, 
Expenses and Interest Items'’ and Preston 


D. Orem's “‘Capital Gains of Dealers in 
Real Property."’ 
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Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Interpretations 


FEDERAL rh 

TAXES | HE VALIDITY of the “net worth” method 
of proof used by the government in criminal income tax evasion 
cases has been upheld by the Supreme Court in four cases. This 
s the most important action in recent ye:z 


*Vas10Nn Case 


One of the most essential conditions in cases of this type is 
the establishment by the government of a definite and reasonably 
accurate opening net worth to serve as a starting point from which 
to calculate future increases in the taxpayer's assets. The dec 
ions indicate that independent evidence must provide adequate 
corroboration of a taxpayer’s extrajudicial admissions and must 
tend to establish the crime directly. Other importar 
tions are proof that net worth increases are attributable to taxa 
income and that wilfulness is present. The pitfalls inherent in 
net worth method require the exercise of great care and restraint 
by the courts. See Holland v. U. S., 54-2 1 { 9714. Friedberg 
vy. U. S., 54-2 ustc 7 9713: Smith v. U. S.., ! ustc § 9715: and 


Calderon, 54-2 ustc © 9712 


Commissioner Andrews was “highly gratified” with the rul 
ing. “If the court had held otherwise,” Mr. Andrew Sal “the 
one sure way to have cheated and gotten away with it would 


have been just to refrain from keeping books.” 


rh 
| Hk DECEKDENT was the owner of certain 
‘s G United States savings bonds, and co-owner of other such 
bonds at the time of her death in 1947. The Tax Court held these 
bonds to be includable in the gross estate at their par or face 
value. Where there is no market price because the property 1s 
not transferable, all relevant facts and elements of value must be 
taken into consideration. The right to keep the bonds until maturity, 
to have them presented for redemption at par within six months 
following the owner’s death even though prior to maturity, and 


to receive 2! 2 per cent interest on the par value until maturity 
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were all determined to be elements of value by the Tax Court, 
rather than the value of the right of redemption, alone, which 
would be less than par prior to maturity. 


The decision of the Tax Court was affirmed on the evidence 
by the Court of Appeals for the First Circuit. The court’s 
emphasis upon the right to redeem at par within six months after 
death indicates a valuation of decedent’s property at the instant 
after death.—M/. Louise Collins, Administratrix v. Commissioner, 
54-2 uste § 10,972 


ry 

| HERE WAS an informal agreement, be 
tween a corporation’s president and the real owner of the corpo 
tion, that if the business were successful, the president would 
share in the profits. Through a transaction unrelated to the 
operation of the business, the president came into possession of 
the stock of the real owner. Ina suit for return of this stock, a settle 
ment was made with the president which approximated in amount 
about one half of the accumulated earnings and profits of the 
corporation. The president claims that the amount of money he 
received was for the sale of the stock—a long-term gain. The 
Tax Court, however, took the view that the settlement was in 
reality a recognition of an informal agreement for permitting the 
president to share in the profits of the business. Consequently, 
the money received by the president was ordinary income, and 
deductible expense of the corporation. The legal expenses of 
both parties were deductible—by the corporation as expense, and 
by the president as expense incurred in earning income, 
Feagans, CCH Dec. 20,647, 23 TC—, No. 31 


ry. 
l HE COST of microfilming is not always a 


capit"l| expenditure. Here is a publishing company which micro- 
filmed back copies of its newspaper as a means of protection 
against threatened bombing, and to permit it “to maintain its 
business on the same scale, but not to increase it.” Cost was al 
lowed as an expenditure.—The Times-Mirror Company v. U. S., 
54-2 ustc {9688 (DC Calif.). ... In another district court a 
taxpayer appeared without counsel, and stated in her complaint: 
(1) The Internal Revenue Code was passed with motives other 
than the raising of revenue; (2) the method whereby the tax is 
withheld from her weekly income amounts to both an unreason 
able search and seizure and discrimination against wage earners; 
(3) the tax on income is so high that it amounts to a taking of 
property without compensation; (4) the Sixteenth Amendment 


was faultily drawn and is unconstitutional, since an amendment 


interpretations 3 





is defined as a change for the better and not for the worse; and 
(5) the tax on income is unreasonable in that it is not conditioned 
on dollars acquired in a given period, but on how a taxpayer 
spends his or her money, because deductions and exemptions are 
allowed that are arbitrary and unreasonable. As a basis for the 
last, she claims that when charitable deductions are allowed and 
charitable institutions exempted from tax, the separation be 

tween church and state is breached, and thereby the plaintiff is 
forced to subsidize the religious convictions of others. Further 

more, she alleges that it is arbitrary and unreasonable to give 
married persons an exemption and, as a result, preferential! treat 

ment over a single person. The government filed a motion to 
dismiss, which was granted.—Lewis v. Commissioner, 54-2 ustc 
{ 9687 (DC IIl.). 


\ CORPORATION redeemed its preferred 
stock because it needed a bank loan, and the bank refused the 
loan as long as its lien would be second to that of the preferred 
stockholders. The cost of redemption was charged to the pre 
ferred-stock account. This case arises because the Commissioner 
contended that the amount received by one of the preferred stock 
holders was a taxable dividend. The question of whether it was 
a dividend or a redemption was submitted to a jury, and it found 
for the taxpayer—that the transaction was a redemption.—J ones 
v. Griffin, 54-2 uste J 9682 (CA-10). 


le YOU are awarded punitive damages in an 


antitrust suit, you have the ability to pay income tax, holds the 
Seventh Circuit in Commissioner v. Obear-Nester Glass Company, 
54-2 uste § 9675. This is contrary to prior holdings of the Tax 
Court and the Third Circuit. The decision of the Seventh Cir 
cuit says that the Sixteenth Amendment placed the burden of 
taxation according to the ability to pay, and finds that a phrase 
of Section 22(a) is Congressional authority to tax gains by way of 
punitive damages. 


W HEN an endorsed certificate of stock 1s 
delivered to the donee, a gift is complete. This date, not the date 
the transfer is recorded on the corporation’s books, controls for 
fair market value.—Revenue Ruling 54-554. . . . Relaxing a for 
mer ruling, the Commissioner states that rulings on questions 
under the 1954 Code can be obtained in cases of business emer 
gency and unusual hardship. 
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New Congress... 
No Tax Reduction... 
Budget Deficit 


Washington Tax Talk 


The Congress 
W ] en ( one 


a embe rs are 


ress convenes on January 5 


to be greeted with a num 


t tax 


bills praying for relief of 


some 
SO 


\mong “institutions” can be placed Uncle 
himself, who will plead that 
$3,117 million in the red this 


purpose or some mstitution 


since he is 


about 


and is likely to run in the red again next 


ear, the income tax rate for corporations 


ind certain excise taxes 


April 1 
their unreduced 


which are to be 


reduced on must he 


maintained at 
That the 
tration plans to ask for retention, 
t! light 
House conference 
This was later confirmed by 
he Preside nt, who stated that the reduction 

these taxes would result in a $3 billion 


rates. \dmunis 


at least of 


e present 
White 


ongeressmen 


rates, came to following 


with certain 


ss of revenue for the next fiscal year 


Other subjects discussed by the President 


Congressional leaders in 


prior-to the 
iing-of-Congress meetings were the fol 
ing extension of the 
and Defens« 


Reorganization 
Ac ts, 
Small 


ministration, statehood tor 


Production continuation 
Business Ad 
Hawail, 
lower the 
elf-government for the 
District of Columbia, Randall Commission re 


port, a ten-yeal 


and expansion of the 


revision 
t the Constitution to voting 


age, suffrage and 


national highway 
health 
Civil Service and postal pay 


construc 


tion program, a national 


program, 


pub 


mcreases, 


housing, a labor program and a farn 


program 


On the 


taxpayers’ side there is sure t 


roposal of some so lor an income 
lit for money paid out of income into 
retirement progr: l through the 


rchase ot annuities or yonds 


The economic growth of the United States 
during the past 50 years has beer 


and the 


phe nome nal, 


tuture seems rosy 


This predi tion 


stems analysis of the potential 


trom an 


Washington Tax Talk 


economic growth of the United States dur 
ing the next decade which was prepared by 
the staff of the Joint 
Econom and 


was not in 


Committee on the 


Report was issued while 


Congress session 


According to the report, by 1965 the total 
population for the United States will reach 
190 million, with 137 million in the 
Ot-age 


14-years 
bracket There will be 56 
million households, with an average of 3.4 
persons pet household; and the total labor 
79 million with three million 


About 7.5 


civilian 


and-over 


force will be 
in the armed services million 
persons will be in 
federal, state and local In 1953 there wer 


5.9 million in such employment 


1965 vill be 
cent of the 


government 


Unemployment by 
three 


lab« DI 


about 
million, or 4 per civilian 


lorce 


The assumptions made in this study point 
potential 
billion 


to a national 


gross 


product of 


$535 


Residential nonfarm construction will be 
at the rate of $16 billion per year by 1965; 
business expenditures on plant and equip- 
ment will be $60 billion per year 
twice of what it was in 1953 


“The 


moreover, 


almost 


assumed increase in investment, 


may not be unrealistic in 


vicw 


of the fact that the assumed increase in 
output and lowering of tax rates could mean 
almost doubling of corporate 
Chis, together 


increases in the 


profits after 


taxes with commensurat« 


income of unincorporated 
business and in internal funds from deprecia 
under the 
of 1954, should pro 


vide both funds and incentive 


tion and depletion allowances 


Internal Revenue Cod 


Lhe report 
note “The 


will in the end depend principally upon the 
attitudes and 


ends with this cautionary 


ability of the economy to adjust 


behavior of businessmen, in 
that time As 
produce increases and Govern 


5 


vestors, and consumers at 
our ability to 








ment defense purchases level out, will busi 
nessmen and consumers go ahead with their 
private plans and expenditures, or will they 
too withdraw from the market out of fear or 


ncertaint 


about the ability of the private 


economy to go ahead without artificial 
timulus? If they do, it will not be from 
lack of opportunities for growth and invest- 


ment: of that we can be certain.’ 


The Treasury Department 


, 
Final figu 
thie I scal VCal 


. +] ] 
ecel \ re 


results for 
1954, were 
Treasury. 


j The 

budget deficit of 

fiscal year 1954; this 
than the 


preliminary 


res showing budget 
ended June 30, 
eased by the 

il statement shows a 
$3,117 million for the 


1 


$88 million higher 


eased last July 


\s of November 30, 1954, the national 
lebt was $278,357 million (in round figures), 

t $2,643 million under the statutory debt 
mitat 


lhe total of internal revenue collections 


amounted to $69,920 million for the fiscal 
ear 1954, an increase of $233 million over 
é ecedi year. Of the total, individual 
come and employment taxes amounted to 
$37,921 million; corporation income and 


ixes, to $21,546 million; and estate, 
to $10,452 million 


wiit a excise taxes 


Marion B. Folsom, Under Secretary of 
the Treasury, in a recent talk stated that 
ocal government spent $21 billion in 1953, 
ilmost twice the direct expenditures of the 
18 state vvernments. In the same year, 


tate and local governments together spent 
as much as did the federal gov 
ernment tor 


lefense 


all purposes, including national 


The Supreme Court 


Petition for certiorari was filed by tax 
ayer in the following case 
Robique, 54-1 ustc § 9431 (CA-5).—The 


hifth ¢ 


train 


ircuit is without jurisdiction to re 


collection of a tax at $250 per year 

n pinball machines, since exceptional cir- 

umstances were not proved, and adequate 

emedy at law is provided for taxes illegally 

collected. That the tax would 
| 


| ardship and that it would necessitate 


payment of 
eal 
litigation to determine the amount properly 
due on the machines were not exceptional 
circumstances giving the court jurisdiction 
rhe appellants’ claims that the statute is 
unconstitutional and that this case presents 


in exception to its operation were overruled 


6 January, 1955 ®@ 





i i was granted in the following case 
Certiorari ted int | 


Lewyt ( or poration, 54-2 ust 
—The petition for writ of 
limited to 


7 9496 (CA-2) 
certiorari is granted 


questions 1 and presented by 


the application for the writ which read as 
follows: “1. Whether 


payer on the accrual 


in the case of a tax 


basis excess 


pronhts 


taxes paid within a taxable year constitute 


excess profits taxes ‘paid or accrued within 
the taxable year’ under Section 122(d)(6), 


Section 122(a) and Section 122(b)(1) of the 
4 


Internal Revenue Code of 1939 (‘the Code’) 
dealing with the computation of the net 
operating loss deduct 2. Whether unde 


Section 122(d)(6) and Section 122 


the Code the ‘tax im] ed | Sub ipter ] 
of Chapter 2’ [the excess profits tax] ‘accrued 
within the taxabk €a is the excess pronts 


tax computed on the bas 7 the act exist 
ing at the end of such taxablk r or whether 
it is the excess pronts tax ultimately deter 
mined to be due after applicat i Carry 
back arising in a later year and after giving 
effect to other circumstanc¢ i in later 
years.” The case is transferred to the sum 
mary calendar and a re r argument 
immediately following Olymf{ Radio and 


Television, Inc 


The Commissioner 


Acquiescence.— The Commissioner acq 
esces in the following decision 

LoBue, CCH Dee. 20,365 stock options 
granted on January 18, 1945, to taxpayer 


and other employees were not compensation 
but were granted to give the employees 
proprietary interests in the corporation. Ac 

quiescence relates to this issue only 


Payne, CCH Dec 0,377 Sellers of all 
the capital stock of a business, including 
good will and a covenant not to compete, 
were entitled to capital gains treatment of 


the entire proceeds of the sale, even though 


a second contract allocated a specific amount 
to the covenant not to compete 
Walsh, CCH Dec. 20,239 Taxpayer was 


permitted to deduct periodic payments to 


his former 


wife, even though they were 
made pursuant to an agreement made sub 
sequent to the divorces he agreement was 


a revision and reappraisal of the parties’ 
positions and altered the terms only, although 
the 


in the divorce decre¢ 


none of agreements was incorpt rated 


and would not be en- 


California law 
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Compensation of Executives 


Under the 1954 Code 


By HARRY J. RUDICK, Attorney, Lord, Day & Lord, New York 


label 
it is al- 
most entirely de vote d to only one aspect or 


| "ef extastersoeng my talk carries the 
£4 “Compensation of Executives,” 
that topic, namely, employee stock options 
executives are, of course, interested in the 
modern alchemy of ordinary 
and a stock option 


transforming 
income into capital gain, 
arrangement presents one of the few oppor 
tunities available to an executive to register 
a capital gain in 
ploym« nt 


connection with his em- 
\ qualified pension, profit-sharing or stock- 
bonus plan presents a further 


capital gain income 


opportunity 
under certain 
but such plans are the sub- 
Mr. Lindquist’s paper at page 30 and 
with respect to them ex 
mention that to some 
+ estate tax changes with 
val benefits under such plans 
important than the 


to achieve 


circumstances, 


say nothing 
perhaps to 
executives the 19 
respect to survi 
even mort income 

ax changes 
As to deferred-compensation arrangements 
other than qualified plans and stock option 
agreements, the new Code contains no im- 
of general significance. As 
where the arrangement 
one, for example, the 


portant changes 
before, is a funded 
purchase of an insur 
ance company annuity, the tax results are not 
very felicitous. If the executive’s rights are 
nonforfeitable, he is taxed for the year of 
had 
‘They would be less appealing to the em- 


ployer since he obtains his deduction not in the 
year when the compensation was earned, but in 


the employer’s contribution as if he 


Compensation of Executives 


How Does the New Code 
Affect Employee Stock Option 


Agreements? 


received such contribution in cash; 
his rights are forfeitable, he is not 
until he distributions from the 
fund, but his employer never obtains a de- 
duction. As to unfunded arrangements, 
that is, where the employee has only the 
unsecured 


where 


taxed 
receives 


obligation of his employ« r to 
make payments in the future, the tax cons« 

quences remain appealing to the executive 

Where the future payments are forfeitable, 
for example, where the employee will not 
receive them if 
associated 


when they are 
with a competing enterprise, it 
is clear that he will not be taxed prior to 
receipt; and even where they are nonforfeit 
able, it is almost equally clear that he will 
not be taxed until the maturity of the pay 
ment. Hence such arrangements continue 
to constitute an effective method of project 
ing currently into future 
years when income or tax rates are expected 


due he is 


earned income 
to be lower, thus achieving a degree of in 
come averaging 

a later year, thus producing a distortion, On 
the other hand, the employer has the use of the 
money until it is due 


7 











This paper was presented at the 
University of Chicago Seventh 
Annual Federal Tax Conference on 
October 27, 1954. The author is 
also professor of law at New York 
University School of Law. 


Perhaps the item with 


respect to unfunded deferred-compensation 
fact that the House 
1954 Code contained specifi 
which 


most noteworthy 
arrangements is the 
version of the 
would have eliminated 
whatever doubt still remains about the effec 
tiveness ot 


provisions ~ 
arrangements in deferring 
Although 
fell by the wayside 
further study, 


general overhaul of the pension and profit 


such 


tax on the employee these pro 
when the Senate, 


jettisoned the 


visions 


pending House’s 


sharing provisions, it is quite possible that 


they will ultimately be enacted. 


In addition to the changes with respect 


to employee stock options, which will be 
discussed below, there are a number of 
other new provisions in the 1954 Code 
which affect executives’ compensation. But 
these provisions,’ relatively speaking, are 
of minor significance. Only one of them 
will be discussed here, namely, death bene 
fits Under prior law* contractual pay 
ments made by an employer to the estate 
Sec. 401(c) of the House bill read 


(ec) OTHER DEFERRED COMPENSATION 

If payment is made of an amount under an 
arrangement deferring payment of compensa 
tion for services rendered by more em 
ployees amount taxable to the 
recipient in the year in which payment is made 
under section 72 as if it were an amount re 
ceived as an annuity the consideration for which 
is the amount contributed by the employee (de 
termined by applying section 72(f)).’ 


one or 


such shall be 


Other new provisions which may possibly 
affect executives’ compensation, most of them 
to a minuscule extent. are the following 

Sec. 37 The retirement income credit. The 


most that can be 
$240 

Sec. 62(2)(B) and (C). Certain traveling and 
transportation expenses are allowed 
tion in 


saved under this provision is 


as a deduc 


computing adjusted gross income 
Sec. 74. Prizes and awards 
Sec. 105 Amounts received under accident 
and heaith plans attributable to employer con 
tributions 
Sec. 106. Contributions by employer to acci 
dent and health plans These are not taxable 


to the employee 

Sec. 119. Meals and lodging furnished for the 
convenience of the employer Such meals and 
lodging must be furnished on the business 
premises of the employer to be excludable 

Sec. 452. Prepaid income An election 
be made and it is not available to 
reporting on the cash basis 


must 
taxpayers 


8 January, 


1955 °@ 


or beneficiaries of a deceased employee were 


from the 


beneficiaries. 


exc ludable 
estate or 


gross such 
The amount of the 
limited to $5,000 per em 
that if the deceased 


arrange to 


income oft 
exclusion was 
ployer SO 
could 


employee 
have more than one em- 
ployer, an exclusion of up to $5,000 would 
be allowable with such 


respect to each 


employer. Under the new bill, multiple ex 
with respect to this 
allowable lhe age exclusion 


is limited to $5,000 regardless of the number 


emptions item are no 


longer regate 
of employers who make payments his 


narrowing of the exemption has been offset 


to some extent by other new 

(1) The exclusion is 
gardless of the contractual 
employer to make the 

(2) The 
spect to a 
qualihed 


provisions 


allowable re 
liability of the 


now 


payments.’ 


exclusion is allowable with r« 


lump-sum distribution from a 
stock-bonus, 


profit-sharing plan even though the 


pension, annuity or 
amount 


distributed was, in whole or in part, vested 


in the employee before his death and could 
have been drawn down by him while 
living.” Under prior law, the exclusion was 


not allowable with respect to amounts which 
the employee had a nonforfeitable right to 
death.” This rule 
continues to apply under the new Code with 


respect to 


withdraw prior to his 


payments out of a nonqualified 
could have 


‘T he 


Vitl 


plan which the employee 


drawn in his lifetime.’ new provisions 


Sec, 462 Reserves for estimated expenses 


etc An election must be made and it is not 
available to taxpayers reporting on the cash 
basis 

Sec. 1341 Computation of tax where tax 
payer restores substantial amount held under 


claim of right 
in situations 


This would apply. for 
where the employee 
percentage of the profits of the em 
ployer corporation, is in a later year required 
to return a portion of such profits because of a 
subsequent adjustment 

* 1939 Code, Sec. 22(b)(1)(B) 

Sec. 101(b)(2)(A) 

*S. Rept., p. 14 

’ Sec. 101(b)(2)(B) 

* Regs. 118, Sec. 39.22(b)(1)-2(d) (1) 

*The exclusion is not 
to amounts received by a survivor annuitant 
under a joint and survivor annuit if the em 
ployee received or was entitled to receive any 
annuity before his death (Se 101(b)(2)(C) 
S. Rept., p. 180); and where amounts receivable 
by the employee's survivor are taxable to the 
latter as an annuity 
excludable is the 


example, 
having re 
ceived a 


allowable with respect 


under Sec. 72, the amount 
amount by which the 
the annuity exceeds the value of the 
feitable right which accrued to the 
before his death and the amount 

mined—in no case more than $5,000—is treated 
as additional consideration paid by the employee 
for the annuity (Sec. 101(b)(2)(D), S. Rept 

p. 180) 


value of 


nonfor 
employee 


thus deter 
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we 


apply only where the 
August 16, 1954. 


r mployee dies after 


Perhaps more important to many execu 
tives than the new income tax provisions 
with respect to death benefits is the change 
in the estate tax law. 
the survivor’s 


Under prior law 
interest in a joint and 
survivor employee’s annuity contract was 
includable in the gross estate of the em- 
Under the new Code,” the value 
of an annuity or other payment receivable 


by any beneficiary (other than the 


ployee.” 


execu 
tor or administrator) under a qualified pen 
sion, stock-bonus, profit-sharing or annuity 
plan is excluded from the gross estate 
except to the extent that it is attributabl 
to contributions made by the employee as 
distinguished from the employer. Thus, if 
the plan were a contributory plan and the 
employee’s contributions constituted 10 per 
cent of the total contributions, 90 per cent 
of the 
cluded However 
where the employer makes contributions to 


‘value of the annuity would be ex 


trom the gross estate 
an unqualified plan, his contributions are 
counted as part of the employee’s contribu 
tions to the cost of the contract and henc« 
the entire value of the contract will ordi 


narily be included in the gross estate.” 


Sale to executives of high leverage equity 
stock remains as a method of compensating 


executives at favorable 


capital gain rates 
I understand that the Ford Motor Company 
utilized this device several years ago by 


organizing and subsidiary in 


financing a 
which a minority of the equity stock—then 
worth only a small amount—was sold to 
when the stock 
had become quite valuable—sold the stock 


to the parent company. The gain was, of 


certain executives who later 


course, reported as long-term capital gain 


' 1939 Code, Sec. 811(¢) 

Except where an irrevocable designatio 
was made prior to October 8, 1949 
pension plan Rev. Rul. 158 
and cases cited 


under 
1953-17 CB 1 


Sec, 2039(c). The provision is applicable to 
decedents dying after December 31, 1953 

The plan must be qualified under Sec, 401(a) 
at the time of the decedent's separation fror 
employment (whether by death or otherwise) 
or at the time of termination of the plan, if 
earlier The new provision applies only to em 
ployees dying after 1953 





‘Sec, 2039(a) requires inclusion in the gros 
estate of the value of an annuity or other pay 
ment receivable by a beneficiary by reason of 
surviving the decedent under a contract entered 
into after March 3, 1931, if, under the contract 
an annuity or other payment could be payable 
to the decedent during his lifetime; and subsec 
(b) provides that if the decedent did not con 
tribute the entire cost of the contract, only that 


Compensation of Executives 


By tar the most common method whereby 
executives attempt to capitalize on capital 
gain opportunities connected with employ- 
ment has been and will continue to be the 
stock option route; and for many executives 
the most important changes in the 1954 
Code affecting executives’ compensation are 
those relating to stock option agreements 
These are arrangements whereby employees 
receive options usually exercisable for an 
extended period to purchase at prices which 
are expected to be advantageous the stock 
of the employer corporation (or perhaps of 
a subsidiary or affiliate of the employer cor 
poration). The 


into two parts 


discussion will be divided 
first, stock option agree 
ments which meet the requirements of Sec 
tion 421” of the Code (hereinafter called 
restricted stock options), and second, other 
stock option agreements, As to the former, 
consideration will be confined to provisions 
As to the 
the discussion will consist of a study 
of recent judicial developments 


of the 1954 Code which are new.” 
latter, 


RESTRICTED STOCK OPTIONS— 
SECTION 421 


The 1954 provisions are applicable to tax- 
able years after 1953 and ar 
different in several important respects from 
the prior provisions Like its predecessor, 
Section 130-A of the old ¢ ode, the new sec 


tion is designed to validate long-term capital 


beginning 


gain treatment of a gain realized by qualify 
ing employees on the disposition of stock 


acquire d through the exercise of a restricted 


‘ 


ock option and to insure that the mere 


exercise of the option by the employee (and 
under the new bill by his estate or bene 


fciary) does not give rise to income. The 


policy oft the law to encourage the use oft 
employee stocl ptions is continued As 


part of the value proportionate to his contribu 
tion is included Any contribution by the 
decedent employer is considered to have been 
made by the decedent if made by reason of his 
employment (except indicated in the text, 
where contributions by the employer 
qualified plan as provided in 
Where an annuity value is 


are to a 
subsec (c)) 
included in the gross 
estate and the recipient is required to report 
the imount received by him as income in 
respect of a decedent under Sec. 691, an income 
tax deduction ig allowable for the estate 
S. Rept., p. 123 

*The 1939 Code counterpart was Sec. 130-A 

A complete discussion of restricted stock 
yptions, including a consideration of pre-exist 
ing as well as new provisions, will be contained 
in a paper by the author which will be pub 
lished by the University of Southern California 
School of Law Seventh Annual] 
Federal Taxation 


tax 


Institute on 











previously stated, the ensuing discussion is 


confined to a consideration of provisions 
yt 


hich did not appear in the prior Code. 


Definition of Restricted Stock Option 


The definition of a restricted stock option 
has been changed in the following respects: 


(1) With respect to the requirement that 


the option must issue from either the em- 
ployer corporation or a parent or sub- 
sidiary of the employer corporation and 


that it must be to purchase stock in one of 
these corporations, the definition of parent 
and subsidiary has been modified slightly 
Under the prior Code, for this relationship 
to exist, one corporation had to own stock 
possessing more than 50 per cent of the vot 
Under the 1954 Code 
ownership of just 50 per cent is sufficient.” 

(2) The requirement that the price must 
be at least 85 per cent of the market 
option at the date of granting 


ing rights of another 


fair 
alue of the 


the option has been relaxed with 


to so-called 


new “variable price” 


respect 
The 
provision permits the 
fixed or 


“variable price’ options. 
determinable 
a formula, provided the only variable 
formula “is the value of the stock at 
iny time during a period of 6 months which 
includes the 


yption price to be 
under 


nm the 


time the option is exercised” 
ind provided further that “the option price 
computed as if the option had been exer 
ised when granted) is at least 85 percent 
f the of the stock” at that time. Ap 
parently this provision was added in order 
to qualify 


value 
certain large 
umbers of ¢ mploy¢ es, such as those issued 
American Telephone & Telegraph 


(_ompany, under 


options issued to 


vy the 


which the option price is 


fixed by reference to the market value of 
the stock during some period related to the 
late of exercise (rather than the date of 
rant) Chus, assume that an option give: 


the right 
S¢ lling 


to buy the stock at 
during the 
month of exercise. 


thie employee 


the lowest three 


price 


months preceding the 


S. Rept., p. 296. The revised definitions of 


parent’ and subsidiary apply to options 
ssued before as well as after the effective date 
of the new Code. While the definition of ‘‘re- 


stricted stock option” 
lationship of parent 
the time of exercise 


does not require the re 
and subsidiary to exist at 
as distinguished from the 


time of grant-—Sec. 42l1(a)(last sentence) does 
mpose this requirement. The relationship at 
he time of sale of the option stock is imma- 
terial 

*See statement of A. L. Stott, treasurer of 


American Telephone and Telegraph Company, 
Hearings Before Committee on Ways and Means 
on General Revenue Revision, 83d Cong., Ist 
414 (1953) 


Sess p 


10 January, 1955 ® 


Assume further that the value 
on the date the granted is $150 
per share. If, had the employee exercised 
the option on the date of grant, the option 
price computed under the stated formula 
would be at 


of the stock 
option is 


least 


$127.50 (85 per cent ot 
$150) per share, the option would appar- 
ently qualify as a variable price option. The 
intent of the provision seems to be that 


if exercise at the date of grant would, under 
the formula, meet the 85 per 
ment, then pursuant to the 
formula—the formula must, of course, meet 
the statutory 


cent require 


any exercise 
requirement—would qualify 
notwithstanding that the actual option price 
turn out to be than 85 per cent 
of the stock at the date the 


option was granted. The statutory language 


may 


value of the 


does not 


learly call for this result—in fact, 
it is susceptible of the interpretation that the 
option cannot qualify unless the actual 
option price proves to be at least 85 per cent 


value of the stock at the date of 


price” pro 
vision was inserted to qualify options such 
it 1S probable that 
the statute will be interpreted administra 
tively as if it read 


“ 


of the 


grant—but since the “variable 


as that described above, 


the option price (computed as if 
the option had been exercised when granted) 


- would be 
percent of! the 


(instead of “is’’) “at least 8 
value of the 
time such option is granted 

Another 
the application of the ne 


example ” clarify 


Sup 


turthe 
provision 
October 1 


' 
stock of his employer cor 


may 


pose an option is given to E o1 
1954, to pur hase 


poration at any time during the ensuing 


five-year period at 85 per cent of the market 


value of the stock on the date of purchass 
The market value on the date of grant 

the option was $100 \ yvear later E exer 
cises the option at $170 (the value of the 
stock on the day of purchase was $200) 
The option qualifies. If the stock had 
dropped to $80, entitling E to exercise at 


$68, the option would apparently still qualify 
se : | 


“In this connection note by way of 
that where an option is modified 
renewed, the 85 per cent ratio is not measured 
by any market value lower than the value on the 
date of the grant except where there has been 
a prolonged and substantial decline See the 
discussion below at pp. 13 and following 


contrast 
extended or 


*» The example is based on the example given 


at S. Rept. 294. The reasons for the variable 
price provision and for the Senate and Con- 
ference Committee amendments are stated at 


S. Rept., pp. 59, 61, 
44-45. 


293-294; Conf. Rept., pp 
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since the hypothetical option price, had the 
option been exercised on the date of grant, 
would have been $85 and hence within 85 
per cent of the value of the stock at the 
time the option was granted. An option 
entitling the employee to purchase at 95 
per cent of the lowest price for which the 
stock sold during the seven months pre- 
ceding exercise could not qualify, as the 
variable would be the value of the stock 
during a period of more than six months 
beginning or ending with or spanning the 
date of exercise. (The six-month limita- 
tion was added by the Conference Com- 
mittee.) 


(3) The new Code restricts the applica 
tion of Section 421 to options which are 
exercisable over a period of not more than 
ten years from the date the option was 
granted. Under the old Code there was no 
limit upon the period during which the 
option could be exercisable. This limitation, 
which does not apply to options granted 
prior to June 22, 1954, was added because 
it was thought that “options granted over 
a longer period of time are almost certain 
to benefit the employee even if there is no 
action on his part to increase the success of 


his employer.” ® 


(4) The 1954 Code adds an exception to 
the requirement that the employee must not 
own more than 10 per cent of the total voting 
power ol all classes ot stock of the employer 
corporation or its parent or subsidiary. Un- 


der this exception the rule does not apply if 


at the time the option is granted the option 
price is at least 110 per cent of the fair 
market value of the stock and the option 
by its terms either is not exercisable after 
the expiration of five years from the date 
the option is granted or is exercised within 
one year after the date of enactment of the 
1954 Code, that is, by August 16, 1955. The 
purpose of the 10 per cent requirement is 


to prevent abuses where the corporation is 


closely held”: and the object of the new 
exception is to aid “stockholder-employees 
of closely held corporations who use stock 
options to retain control of their company 
when procuring outside equity financing,” ™ 
The granting of options to an employee who 
is already in control of the corporation 
hardly squares with the premise that the 
restricted stock option provisions are in- 
tended to encourage making executives “part- 


’ 


ners.” However, such an option is ordi- 
“1 H. Rept., p. 47 


2S. Rept., p. 60. The Finance Committee’s 
amendment is explained at p. 62 


Compensation of Executives 


narily not intended as compensation; ™ and 
if exercised in order to retain control, would 
perhaps not be treated as a “compensatory” 
option even in the absence of the statutory 
exception.” 


In measuring whether the employee is 
the owner of more than 10 per cent of the 
votes, the employee is considered as owning 
stock owned directly or indirectly by certain 
members of his family; and stock owned 
directly or indirectly by a corporation or 
partnership or an estate or trust is con 
sidered as being owned proportionately by 
the shareholders, partners and beneficiaries 


Additional Requirements 


The requirement that the employee must 
be, at the time of exercise, an employee ol 
either the corporation which issued the 
option or its parent or subsidiary, has been 
liberalized to provide that where the busi 
ness or stock of the company whose stock is 
subject to option is transferred to anothe 
company by reason of a “merger, con 
solidation, acquisition of property or stock, 
separation, reorganization, or liquidation” 
and as a result the employee receives from 
the successor corporation a new option, o1 
the old one is assumed by another corpora 
tion, employment at the date of exercise by 
such successor or assuming corporation 01 
by a parent or subsidiary thereof will 
qualify. However, the new provision does 
not apply unless the substituted or as 
sumed option conforms to two conditions 
which are discussed below in connection 
with the effect of reorganization, etc., occur 
ring prior to exercise of the option by the 
employee. 


Disposition by Employee of Stock 
Acquired Through Exercise of Option 


Dispositions may be either qualifying or 
disqualifying. A disqualifying disposition is 
a premature one, that is, one which takes 
place before the expiration of two years 
from the grant or six months from the date 
the option stock was transferred to the em 
ployee. When a disqualifying disposition 
occurs, the umbrella of Section 421 no 
longer protects the employe e and hence case 
law must be examined to see whether exert 
cise of the option gave rise to income. If it 
did, the employee is treated as having re 


“As the committee report points out (S 
Rept., p. 60). 


*% See pp. 17 and following. 
% Sec. 421(d)(1)(C)(i) and (il) 


1] 





ceived compensation 


differen 
and the value 


equal to the 
tial between the 
of the 


option price 
stock.at the time of exercis« But 
such compensation is not taxed for the year 
ot exercise as under the old ( ode Instead, 
it is taxed for the year of the disqualifying 


disposition 

As to qualifying dispositions, th« 
rule applicable 
stock where the 


option price vas less than 95 pe 
could not be le 


special 
to the disposition of option 
acquired under an option 
5 cent it 
than 85 per cent—of the 
stock at the 


continues; and so when 


value of the time of the grant 


such stock is sold 
by the employee or otherwise disposed of by 
him within the statutory definition of that 
term, he realized compensation income equal 
to the 


ultimate 


lesser of his initial bargain or his 
that is, to the extent that 
stock at the date of the 
option or the 
whichever is 
option price. Under the 
applicable to 


tions, but the 


bargain, 
the value of the 
grant o the time of dis 


position, lower, exceeds the 
1954 Code, this rule 
“variable 


amount of the 


is made price” op 


initial bargain 
is measured by the hypothetical option price 
that would have been payable hz the 
option been exercised on the 
Thus 


a Val iable 


date of grant 
reverting to the second example ot 


price option, where the 


$200 a s| are, 


above, 
emp! ry €f sold the stock for 
the $15 per initial bar 


compensation and $15 pet 


share hypothetical 
gain is taxed a 
share as capital gain If the 


exere ised at SOR and sold 


employee had 
at $81 per share, 
the ultimate bargain of $13 per share being 


less than the hypothetical initial bar¢ un of 
$15, is hit 


taxed as compensation and not 


is, Of course, taxed 


as capital gain 


The definition of 


elaborated to exclude an is 


beet 
subse 


shares into jmt own 


“disposition” has 
Suances 

quent transter ot the 
ership ot the 


employee and another. But 


termination such a joint 
osition to the 


employee lo t 


tenancy is 
treated a extent the 
acquire ownership o1 
such termination. Thi 


hardly 


it was previously 


tions issued under old Section 130 


While the ath o employ 


option 


additional exe lusion 
reflects a change in the 


contained in 


of such stock, the new 


special rule applicable 


dies owning stock acquired under 


* Query whether the new provision presen a 
constitutional question: May not the employee 
(or his event of his deat 
where subse« (b) applies) assert that he can 
only be \v idiyv taxed for the vear in which the 


successors in the 


12 January, 


1955 @ 


per cent option and requires inclusion it 
final return of the same compensation in 
(not the capital gain) which the 
employee would have realized had he sold 
the stock for fair market value on the date 
of his death 


come 


Reorganization, etc., of Issuing Company 
Before Exercise of Option 


Under the prior law, if a corporation the 
stock of which was the subject of the option 
merged with another company or otherwis« 
was a party to a reorganization or 1f it 


liquidated, and in connection with such 


transaction the employee surrendered his 


original option for a new option, or a 


different company assumed the option obli 


gation, the substitute or assumed 


option 
was treated as a brand new one which had 
to conform to the requirements of the statute 


as if it were date 


Unde 


there is a relaxation of tl 


originally issued at the 
the substitution o1 
Code, 


quirement The 


assumption 


new 
substitute option or the 
assumed option is not considered a new one 
provided, however, it meets the two condi 


$21(@) hese 


excess of the 


tions set forth in Section 


conditions are: first, th: the 


aggregate fair market value of the 


shares immediately after the substitution o1 


assumption over the aggregate optior 


price 


of such shares is not greater than the ex 


of the aggregate fair market value 


shares subject to the option immedi: 


before the substitution or 


assumption 
the aggreg 


Thus, if |} 


opti 


corporation to buv 1.000 shares 


at $50 per 


be ing 
yption 


1 
unicss 


ice and 


alter the met 
$10,000 


ittributes 


ncome actually rather than constructiy 


arose 
The example is 


Rept p. 295 


based on one given in S 
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For example, the privilege of paying for the 
new stock in installments where the stock 
under the prior one had to be paid for in 
cash would be a breach of this condition.” 
Reverting to the example given above, even 
if the aggregate spread between option price 
and value were no higher under the 
option under the old, 


new 


than would 


there 


presumably be a breach of this second con- 


dition if the aggregate purchase price of 
the new stock were lower than the aggre- 
gate purchase price of the old. Thus, if 
instead of the Y stock being worth $35, it 
were worth $100, and E received an option 
to buy 200 Y shares at $50, the aggregate 
spread would be the same for both options, 
but the Y option would be more favorable 
because it would only require E to put up 
$10,000 whereas the X option required him 
to put up $50,000; the 
would thus not 


condition 
seem to be satisfied. Pre 
sumably, where exercise of the new option 
would 


second 


give insignificant 
increase in the percentage ol voting stock, 


this would not disqualify the new option. 


For two conditions, 
where it is necessary for a parent-subsidiary 
relationship to exist, 


the employee an 


purposes of these 


such 
be determined as of the 


relationship shall 

time of the re 
(The statute 

( Section 421 (2), 


organization or liquidation 
rather than 


last sentence).) 


“as of” 


uses “at” 


If the substituted or assumed option satis 
fied the stated 
period required by 
with the 
original 


conditions, the two-year 
Section 421(a) would 
date of the granting of the 
option. It noted that for 
purposes of this provision, there is no stated 
requirement that the merger, 


Start 
will be 


consolidation, 
acquisition of property, etc., be tax free 


An antidilution provision in 


agreement which calls for 


the option 
an adjustment in 
or the price to reflect 
dividend or a stock split-up does 
not disqualify it.” 


the number of shares 
a stoch 


Renewal, Extension or Modification 
of Agreement 


Code, the new 


visions as to the 


As did the prior 


tains pl 


one con 
effect of a modifi- 
renewal of the 


Under these provisions, any 


ation, extension or option.” 


modification 
that 


renewal is 


(within the new definition of 


discussed below), 


term, 


extension of 


*S. Rept., p. 295 
118, Sec. 39.130A-4(b). 
121(e) 
The example is taken from Regs 
39.130A-4 


» Regs 
’ Sec 


118, Sec 


Compensation of Executives 


considered as the granting of a new option 
and the fair market value of the stock at the 
time of granting the new option is consid- 
ered as the highest of the following values: 
(1) the value on the date of granting the 
original option; (2) the value on the date of 
the modification, extension or renewal; (3) 
the value at the time of the making of any 
intervening modification, extension or renewal 

In other words, the 85 per cent require 
ment is measured by the highest of the 
values specified. Thus, if the original option 
price were $90 and the value of the stock 
on June 1, 1952, the date the option was 
granted, were $100 and the period during 
which the option could be exercised were 
extended on June 1, 1954, at which time the 
value of the stock was $90, the extension 
would convert the option into a new one, 
granted on June 1, 1954, but the option price 
could only be reduced to $85 in 
qualify as a restricted stock option 


order to 
The 
purpose of this rule is to prevent employees 
from taking advantage of temporary 
declines in the 


price 
value of the stock to obtain 
a more favorable option.” 

that the 
was too 


It was felt 
quirement 


had 


decline in 


last-mentioned re 
strict where the 
and 


stock 
substantial 
value, : 


suffered a prolonged 


hence a 
1954, 

Under 
provision, the rule requiring the 


and 
added in 


new pro- 
makes 
this 
minimum 
85 per cent relationship to Le measured by 
the highest of the 
not apply “if the 
average tar 


vision “ which 


Was 


the rule less stringent new 


values mentioned does 
aggregate of the monthly 
market values of the stock 
subject to the option for the 12 consecutive 
calendar date of the 
renewal, divided 
less than 80 percent 


months before the 


modification, extension, or 
by 12, is an 
of the fair market 


the date of the 


amount 


value of such stock on 


original granting of the 
date of the 


modification, 


option or the making of any 


intervening extension, or re 
Thus, if, 


above, ror the 12 


newal, whichever is the highest.” 
in the example given 
months prior to June 1, 1954, the 
value (computed as pre scribed) of the stock 
were less than $80, the 
the extended could drop to $76.50 
(85 per cent of $90) and the option, althoug! 
it would be 
still qualify 


“average” 


option price under 
option 


considered a new one, would 


Even if the “average” value of the stocl 


had not declined by more than 


A() per cé nit, 
S. Rept., p. 61 
“S. Rept pp. 61 


* Sec 


296-297 


4121(e)(1), last sentence 





Code Section 421(e)(2).—''The term 
‘modification’ means’ any change in 
the terms of the option which gives 
the employee additional 

benefits under the option, but such 
term shall not include a change in 
the terms of the option— 

(A) attributable to the issuance or 
assumption of an option under 
subsection (g); or 

(B) to permit the option to qualify 
under subsection (d)(1)(B). 

lf an option is exercisable after 
the expiration of 10 years from the 
date such option is granted, 
subparagraph (B) shall not apply 
unless the terms of the option 

are also changed to make it not 
exercisable after the expiration of 
such period.”’ 

$76.50 grat 


new, ddditional option at 


June 


if the 


the employer ( 
1954, would nevertheless qualify 
option were 


orporation on 


’ 


left unchanged 


The new Code contains a definition of 


hich was not in the old one. 


Linder this definition,” 


modification 
dification means 
terms of the 


a Iie 
“any change im the 


which 


option 


gives the employee additional bene- 
fits under the option,” but does not include 
(a) a change 1 tern attrib 
ubstitution or an 


section 


assumption 
$21 (2), 


consolidation, 


option 


inder that 1s, reason 


a mereer, acquisition of 


property, etc., of (b) a char e t permit 


$21(d) 
option to be 
ansferable only by will or the 


the option to qualify under Section 


(1)(B), 


ty 


vhich require an 


laws of 
distribution. But if an option 


expiration of ten 


descent and 


is exercisable after the 


years iIr¢ 


m the date the option was granted, 


the last-mentioned exclusion would not ap 


“ Regs. 118, Sec. 39.130A-4(d) 
See Lyon Employee Stock 
ments 31 TAXEs 1021 

Sec. 421(e)(2) 

rhe conditions of this 
course, be satisfied See 
following 

™Sec,. 421(d)(1)(B) precludes transferability 
during the employee's lifetime, but not there 
after 

'S. Rept., pp. 61, 297 

“ Regs. 118, Sec. 39.130A-4(b). For further 
discussion of the meaning of increased benefits 
see pp. 11 and following 


example (4) 
Purchase Arrange 
1026 (December, 1953) 


subsection must, of 
above, pp 12 and 


14 January, 


1955 ° 


ply unless at the same time the terms of 
make it non 
exercisable after the expiration of that period 
Presumably, the (B) 
is to that 
become a net re- 
stricted option without meeting the 
out in (e)(1)(B), that is, the 
option price must be at least 85 per 
the highest value 


the option are changed to 


purpose of exclusion 


permit an assignable option™ 


otherwise qualifies, to 
test set 
subsection 
cent ot 
on specified dates. How- 
ever, the statutory languag« 
to specifically call for this 
the legislative committee reports 
purpose 


does not seem 
result, nor do 
make the 
crystal clear.” 

An amendment which accelerates or post 
pones the permitted date of exercise 
} 1” 0 
ea 


would 
since it might in 
crease the employee’s benefits. On the other 


“modification, 


hand, a shortening of the period during 
which the option could be 
not be 


exercised would 
a modification,” 
in number of 


nor would a change 
shares or price merely to 


reflect a stock split-up or a stock dividend.® 


Death of Employee 
Before Exercise of Option 


The prior Code did not prescribe the tax 
death 


passe d 


consequences of the of an employee 


whose option rights to his estate 


or its beneficiaries. Hence, there was un- 
certainty as to whether, if the 


exercised ot 


option were 
transferred by the estate (or 
le gatee or 


by the 


heir), incom«e would be realized 


Successor optiones by reason of the 
exercise or transfer; nos clear 
yt the such 
he option price or the 
option price plus whatever 
placed on the pur- 
The new law purports to eliminate 
this uncertainty, but some 
ently 


was it 


whether the basis « stock to 


successor would be t 
value might be 
option tor estate tax 


pe ses ° 


que stion appalt 
remains 
Under 


Section 421(d)(6), if a restricted 


stock option is exercised by the esiate of 


the employee or by an legatee of 


heir o1 
the employee “or by a person who 
the right to 


reason of the 


acquired 
exercise such option , by 
dent,” the 


death of the dec« 


"S. Rept p. 296 
“@S. Rept., p. 297; Regs. 118, Sec. 39.130A4(b) 
* The Regulations took the position that Sec. 
130-A of the old Code did not apply to stock 
acquired by a successor optionee after the death 
of the employee (Regs. 118, Sec, 39.130A-3(b)) 
and the Bureau rules that where the executor 
sells the option, ordinary income results (Rev 
Rul. 196, 1953-2 CB 178). See, also, Lyon, cited 
at footnote 35, at p. 1026 
“See Dean, ‘‘Employee 
Harvard Law Review 1403 


Stock Options,’’ 66 
1409-1412 (1953) 
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provisions of Section 421 “apply to the same 
option had been exercised 
by the decedent except that (i) the holding 
period and employment j 


extent as if the 


requirements ot 
subsection (a) shall not apply, and (ii) any 
transfer by the estate of acquired 
a disposition of 
stock” for purposes of applying the 
rule applicable 


stock 


shall be considered such 


spe cial 
to dispositions of stock a 
quired under an 85-95 per cent option. Pre 
sumably the requirement that the option be 
exercised within three months of the termina 
tion of employment is an 
quirement” 


“employment re 
subsection (a); hence, the 

apparently not have to be 
vithin three months of the 
ployee’s death. However, if an employee 
three months after the 
f employment and his estate 
then exercises the doubtful 
whether the rules pertaining to the exercise 


yf restricted stor k 


option w 
exercised em- 
dies more than 
termination 


option, it 1s 


would 


employee, himself, had he 
| 


options apply, 
been 


since 


oat 
ui 


alive, « not have made a 


qualifying 
It is quite possible that in such 
that 
rise to com 
me in respect of the decedent 


exercise, 


might assert 


a situation, the Treasury 


exercise by the estate gave 


pensation ince 


[The purpose of subsection 


seems to be to require the 


(d)(6)¢ A) 
successor optionee 
to report as ordinary income th« 

m that would have been reported by 


had he himself 


and sold or 


compen 
employes exercised the 
the stock.” 
an 85-95 per cent 
stock by the 
vould produce the 
yn income to such successor as it 
himself the 


SuCcCcesSsO!I 


transferred 


option 


optiones Sami 


the employee 
Where the 


» report income 


seller 


optione¢ 


‘ 


under this 


subsection and subsection (b) 
is presumably added to the 


ck for 


such income 
basis of the 
computing gain o1 
Moreover, 
(d)(6), su 
is entitled to a deduction for the 
attributable to the 


loss upon sale 


the stock under 


paragraph 
(B) of 


subsection h successor 


estate tax 
inclusion in the taxable 
he deceased employee ot the net 
ption tof tate tax purposes 
n had stopped here, a deduc 
ap] arently be allowable 


to the estate 


would with 


tax on the enttre value 
nm including the part not tax 
as compensator 


ould be 


whereas ali that 
subject to income tax under sub 
S. Rept., pp. 59, 296 
“S. Rept., pp. 59, 296 
“ The special provision of subsec, (d)(6)(B) 
with respect to estate tax on income reportable 
under subsecs. (d)(6) and (b), and the absencs 


Compensation of Executives 


section (b) would be the 


“compensation” 
element required to be separated out under 
the rule of that subsection. Presumably, the 
concluding subdivision (d)(6) 
(B) was added to require that the deduction 
for the estate tax be measured by the estate 
tax on only the 


the option 


sentence ol! 


element in 
than on the entire value 


“compensation” 
rather 


of the option 


Since the general purpose of the new 
subdivision seems to be to put the successor 
optionee in the shoes, so to speak, of the 
deceased employee, one would think that on 
a sale of the stock the 
realize the same capital 
ployee, had he lived and sold the stock. 
Although that is the indicated result, Sec 
tion 421 itself does not spell it out. How 
Section 1014, pre scribes the 
basis of property acquired from a decedent 
and provides generally that such basis shall 
be the value on the of death (or other 


estate tax value), contains a subsection (d) 


would 


SUCCESSO!I 


gain as the em 


ever, which 


date 
which says that the section “shall not apply 
to restricted stock options 

section 42] vhich the 
exercised at death 
implies that the 
option 
tock 


i compensation 


described in 
employee has not 
" This last 
appropriate 


provision 
basis for the 
and for the 
(except that 
under an 


would be 
itse lf, the 


cost zero 


option price 
income arises 
R5-95 per cent 


would bs 


} 


option, such compensation 


added to basis). This leaves the 
eirs of the favorable 
position than if he had exercised the option 


just prior to his death 


employee in a less 
Moreover, it is not 
clear that an income tax deduction would b« 
allowable for the estate tax attributable to 
the potential capital 
to death.” 


Zain accrued 


prior 
The new subdivisio 
definite 
what happe ns if the 
the option. Under 
had ruled 
ordinary 


still does not pro 


vide a answer to the question of 

successor optionee sells 
the prio! law, the 
that the 


income to the 


 »ervice 
proceeds represented 
seller.” Under the 
new law, its ruling will probably be the same 


Clause (ii) of subsection (d)(6)(A) pro 
vides that a transfer of stock by 


disposition for 


option 
the estate is treated as a 
$21(b), 

f stock acquired under an 
option, the 


purposes o n which means 


cent mere transter ol 


the stock by the personal representative to 


the distributee will precipitate the “compen 


sation element of the 


value of the optior 


of a special provision with respect to capita 
gain, make it doubtful whether the general pro 
visions of Sec. 691 authorize such 


a deduction 
* Rev. Rul. 196, cited at footnote 43 


15 





under Section 


$21 (b) 


analagous 


Ihere does not 
with 
itself 
then 
situation, 
until the 
the stock 
the 


(as distinguished from 


seem to be any provision 


a transter’ of the 


ihutee of 


option 
the estate who 


he option. In the latte 
zation ol 
lispo 


tral 


real Income 


( sition ol 


sfer of option 


should 


precipitate 


suc! 
Chl 


be nehciar\ 


tion to him) would 


atte! deat 
but 
\ disposition 
distributee of 


uncel 


ome there 
stoclh 


SS per cent optioi 

vould not have 
ubsequent o the two-year 
six-month period that would 
ibsection (a) 


ed the 


ipplicable unde: 5 


ployee himself exerci option 


Situation of Employer 


prior Code i the 


employee 
the 


ialitying disposition of 


that 


taxable 


account 
Income 

the employer 
on tor the year ot 
taxed to the 


the adjustment, 


excrcise 


L mploye ri 


the ye; 


a sale to 


rhe option price | 


for all purposes 


January, 


consid 


‘wigtess 


EMPLOYEE STOCK OPTIONS NOT 
QUALIFYING AS RESTRICTED 
STOCK OPTIONS 


There has been a series of seven interest 


ing recent decisions (analyzed below) in 


volving stock options which could not have 
ted stock options. In 
the g sserted 


betwee! hi on 


qualified as restri 


these cases vernment a 


the 
the 


Six of! 
that 


and 


difference price 


the 


r the net proceeds of sale 


market value of the stock at 


time ol exercise, ¢ 
where they were sold rather 
constituted 


optiones 


of the options 
exercised, 
income to the 


lost all but one of the In 


than compensation 
vernment 
one other 
employee, 
arged that 


option, 


case, which did not inve 


the g ment unsu 


overTi ccess 


income arose not on exert 


but on t] ri 
the 


exp restric 


stoclh 


ition Ol a 
tions on disposition o on 
lfi—perhaps a large “if” principles es 
tablished by 
the 


on then (ir it e\ 


these decisions stand up when 


Supreme Court passing 

again 
perhaps a large “‘ e ‘ hel o be 
yptions issued a | 


130-A of the 


applicablk to I 
1 Code, that 
Code 


enacted 


ment of Section 


$21 of the 


as well not have been 


section section new 


and 
might just 
at all, lo! 


the optionees in 1 cases re 
ceived income benefits é ‘ d what 


4121 would 


neverthele ‘ 


section have allowed them, and 


1 one 


TI able 


he courts, xcept in the 


gave them even more tav treat 


than that section au 


discussing thes 


supply 
1 provisio!1 


stock of 


helpful to 


p 


in 1945 in ¢ 
Department’ 


th 
mimi ner 7 muti 


Treasury interpretation 


decisior 


umed thi 
a al 
Ctl eceived 


taxation as compensat 


tween the option price 


value at time of 
had said that 


Act is broad 10u 


economi 


~ section 


mcome any 


" 9187, 324 U den 
{ 9253, 324 U. S 
gut the for assumption | 
apparent from the report of the case 


1955 °@ 


reh'g 


basis this not 
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conferred on the employe e aS compensation, 
whatever the form or mode by which it is 
eftected.” * The Treasury apparently thought 
that this broad language justified treating 
all bargain purchases by an employee from 
his employer as compensation to the extent 
of the April 12, 1946, the 
Treasury Regulations were revised by T. D 
5507 


bargain and on 


>to provide that if an employee bought 
than 
the differ 
compensation.” 


property from his employer for less 


its value at the time of transfer, 
ential perforce constituted 
Prior to the Smith 
and the Treasury 

had 
“compen atory” and “propri tary” 
and the question of whether a 
pure hase by 


case, the lower 
itself, albeit to a 
distinction 


courts 


lesser 


degree, 


made a between 


options; 


bargain 
an employee gave rise to in 
turned on whether the primary pur- 
pose of the 


compensation or to encourage him to acquire 


comme 


option was to increase his 


a proprietor’s interest in the 
Regulation was made appli- 
options issued on or after 
1945, the date of the Smith 
decision; and as to options granted prior 
to that date, 


applicable.” 


enterprise 
Che amc nde d 
4 abl 


February 26, 


only to 


the prior Regulation remained 


In the decisions which have come down 
April 12, 1946, the 
Court in particular—have 


since courts—the Tax 


indicated that the 
established 
and “proprietary” 
continue to be followed not 
only with respect to options granted prior 
to February 26, 1945.” but 
afterwards; ® 


distinction previously between 


“compensatory” stoc k 


options will 


those 
latest 


also to 


granted and in the 


+ 324 U.S. 177, at 181. 

* 1946-1 CB 18; Reg 111, Sec 
Application of the T. D 
3795, 1946-1 CB 15 

“The Regulations still so provide as to 
nonrestricted stock options tegs. 118, Sec. 
39.22(a)-1(c). The principle has been extended 
to a situation where an employee of a corpora- 
tion received an option from a large shareholder 
of a corporation. Wanda V. Van Dusen, CCH 
Dec, 15,625, 8 TC 388 (1947), aff'd, 481 ust 
{ 9214, 166 F. (2d) 647 (CCA-9). 

7 See Lyon, cited at footnote 35, at pp. 1021 
1022 


el T 


29.22(a)1 
was set forth in I. T 


3795, 1946-1 CB 15, sets forth the 
Treasury's position with respect to employee 
stock options both as to those issued before 
February 26, 1945, and as to those granted on 
or after that date. The rules with respect to 
the latter reflect the Treasury's position as to 
the tax consequences not only of an exercise 
of the option but also of a disposition of the 
option 

” Exercise not taxable: Abraham Rosenberg, 
CCH Dec. 19,560, 20 TC 5 (1953): Norman G 
Nicholson, 13 TC 690 (1949) ; James C. Hazelton, 
CCH Dec. 19,583(M), 12 TCM 398; Martin L. 
Straus II, CCH Dec. 19,127(M), 11 TCM 786 
aff'd, 53-2 ustc { 9610, 208 F. (2d) 325 (CA-7); 
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cases,” the Tax Court has specifically re 
fused to give full effect to the amended 
Regulation Legislative committees have 
also indicated that they disapprove of the 
amended Regulation. 


LoBue Case 


Several of these recent cases merit special 
We shall be gin with the LoBue 
LoBue was employed by a chemical 
company which had about 600 shareholders 
In 1944, at a time when the company’s stock 
worth $4.50 per 
authorized the 


discussion 


6 
case 


was share, the directors 
grant ol 


employees to buy 


options to certain 
stock at $5 per share. 


‘Lhe employees, of 


whom LoBue was one, 


were apparently 


nothing 


informed of the plan but 
was done to effectuate it until the 
beginning of 1945. (Possibly the company 


deterred by 


was salary 


stabilization law 
problems.) In the early part of each of the 
1945, 1946 and 1947, the company 
offered to LoBue and a number of its other 
employees nontransferable options to pur- 


chase 


years 


shares of its 


stock at $5 per share 


The first option was contingent upon the 


optionee being in the employ of the com 
pany on June 30, 1945. The 


contained no such 


later options 
apparently 


The stated 


contingency 


purpose of the offer was “to 


provide an incentive to key employees and 


especially to permit such men to participate 


in the success ot 


the company.” LoBue 


received options in each year and exercised 


them at times when the value of the stock 


vas much higher than the option price 
Donald B. Bradner, CCH Dee 
TCM 566, aff'd, 54-1 ust 
(CA-6): Malcolm 8. Clark 
9 TCM 719 

Exercise taxable: Charles E 
Dec. 20,340, 22 TC , No. 44 (1954); Otto COC. 
Schultz, CCH Dec, 18,589, 17 TC 695 Van 
Dusen v. Commissioner, 48-1 ustc { 9214, 166 
F’. (2d) 647 (CCA-9) 

” Exercise not taxable: Philip J. LoBue, CCH 
Dec. 20,365, 22 TC , No. 58 (1954): Robert A 
Bowen, CCH Dec, 20,471(M), 13 TCM 668 
McNamara v. Commissioner, 54-1 ustce { 9255, 
210 F. (2d) 505 (CA-7), rev’g CCH Dee. 19,495, 
19 TC 1001. See, also, Commissioner v. Estate 
of Lauson Stone, 54-1 uste § 9209, 210 F. (2d) 33 
(CA-3). aff'g CCH Dec, 19,474, 19 TC 872 

Exercise taxable: John C. Wahl, CCH Dee 
19,405, 19 TC 651 (post-Smith option arising 
from a pre-Smith option) 

" Philip J. LoBue and 
cited at footnote 60 

For example, your committee be 
lieves these regulations go beyond the decision 
of the Supreme Court in Commissioner v 
Smith, 324 U. S. 177 (1945)."’ S. Rept. No. 2375 
8ist Cong., 2d Sess. (1950) 

*® Cited at footnote 60 


19,014(M), 11 
" 9168, 209 F. (2d) 956 
CCH Dee, 17,828(M), 


Sorensen, CCH 


Robert A. Bowen, 





Ihe ilue of the stock on the first offering 
late was approximately $9 and on the other 
two offering dates about $19 per share. For 


1945, 


account of the 


the company did not deduct anything 
differential 
and the 
ht by emplo 


But 


between the 
stock 
pursuant to the op 
for 1946 and 1947, it did claim 
tion, presumably because T. D. 


price value of the 


yees 


din the meantime been promulgated 
e facts it was held that LoBue 
income on [ 

The court” 
premise that "If the 
as additional compensation the excess of the 


exercis¢ ol his Op- 
started out with the 
options were intended 


fair market value over the 


option 
when the 


price is 
him 
exercised lf the 


ide him 


taxable income to option is 
options were granted 
with a proprietary 


bu ness, no 


interest 


taxable gain is recog- 


” 


nized when the options are exercised 


urt found as a fact th: the stock 
LoBue for the 


oviding him with a proprietary 


ré granted to 


HuUSsINESS, and hence con 


ore arose upon exercise 


rnment argued that 


were mandatory 


not consider the 


0 vl eT the 
the 1945 


options 
options 
ymuith decision 
re not intended as compensation 
urt rejected this 


language or the 


argument, Saying 

Smith decision, 
port the 
The 
Smith de- 


criterion 


} 


in the margin aot 


amendment to the Regulations 
eterred to one of its pre 
and said that the 


still the most reliable 


there 
guide to be 


a prerequisite to the conclusion 
sought by the should 


a transaction, which 


respondent it definitely 


and clearly appear that 
nothing 


in torm 1s 


more than a 


purchase 


and to an obvious and 


substantial extent is 
lact to 
payment of compensation 
to be 


unquestionably a purchase, is in 


red or rendered,” “ 


options granted to 


the court pointed 


letters from the 


optionee notifying 


Four judges dissented 


Section 22(a) of the Revenue Act is broad 
include in taxable income any 
financial benefit 


employes is compensation 


enough to 
nomic or 


eco- 


whatever the 
or mode by which it is effected 


form 


18 January, 


conferred on the 


1955 ° 


him of the 


stock 
“appeal to a proprietary interest in 
the corporation’s welfare and growth rather 
than to a mere employee’s interest.” They 
set forth the purpose ol the offer as above 
emphasized the 


granting of the options 


be spoke 


stated and 


corporation’s 


problems and encouraged his 


cooperation 
and help in their solution also 
pointed to the price 
initially specified by the directors in grant- 
ing the option slightly exceeded the 
then fair value of the stock and 
stated negated the that the 
rights ithorized with compensation 

However, this point is not per 
in light of the fact that the number 
of shares originally contemplated was only 
a small fraction of the 


The court 
fact that the purchase 


price 
market 
that this 

were, al 


j 
idea 


in mind 
Suasiv¢e 
number of shares 
later on when the 
The 
a deduction was claimed by the 
1946 and 


petitioner 


actually offered value of 
fact that 
company in 
1947 was held not binding on the 


the stock was far highet 


Bowen Case 


Phe Bowen 


teresting for its 
tactors 
vere 


problem 


Bowen was a participant a tairly 
public ized empl yee stock 
that of the Quaker Oats Company, a widely 


well 
option plan, namely, 


owne d company, the 
on the New 


plan was 


stock of which is listed 
York Stock Exchange The 
recommended by the board of 
directors to the shareholders in September 
of 1945. At that time the Smith 
had down, but D. 5507 
yet been promulgated. Th 


decision 
come had not 
proposed plan 
was to provide 
that 


for employees in 


contained a denial that it 


additional compensation and asserted 
its purpose was to arrang¢ 
managerial then 
amount ol stock 


stoc k 


who were not 
substantial 
proprietary 


positions 
holders of a 
to acquire a interest in 


company 


The stock was to be offered to a group 
of officers and managerial employees of the 
company 


price 


and its subsidiaries 
under 


rhe purchase 
prior to 1947 
and as to options 


granted 
was to be $55 per share 

granted after 1946, the of 
be fixed by the directors, 


share The 


options 


t was to 


tion price 
but not less 


$55 pe number of shares al 
Delbert B 38 BTA 258 
Case cited at footnote 66, at p. 264 
* Cited at footnote 60 


Cessman (1938) 
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otted to any particular executive would be 
divided into five equal parts, each part be- 
coming exercisable in successive 12-month 
periods following the allotment. 
lermination of employment in any manner 


date of 


would cancel any unexercised options. 


The company, in describing the plan to 
stockholders, pointed out that the older 
management group had always had a sub 
Stantial stock interest but that they were 
gradually retiring and that the younger 
group which would ultimately take over the 
management had practically no stock in the 
company; they believed that the plan would 
be of great benefit to the company in that 
it would aid materially in holding good men, 
weld the management employees together, 
and provide a common interest on the part 
of the management with the stockholders 
whose interest they managed. The letter 
to stockholders further stated that the stock 
was to be offered to the selected employees 
at a price which in the light of the earnings 
and market quotations for the company’s 
stock over the years would seem relatively 
safe for the placement of 
employs es 


funds by the 


Although the plan was approved by 
stockholders in 1945, the board did not 
put it into effect until 1949 because in the 
meantime there 
deavors to obtain 


were unsuccessful en- 
a ruling from the Bureau 
Revenue that the purchase of 
the stock would not result in the receipt of 
taxable income by the 


of Internal 


There 
SEC about 
registering the stock to 
be offered under the plan 


employees 
were also negotiations with the 


the necessity of 


When the options were finally offered in 
I 1949. the board fixed the 


per snare, 


at the 


option 
payable not less 
time of exercise 
balance over a period of ten years 


ering the balance due would bear 


per cent per annum and the 
pledged as collateral against 
options were to expire on 
Lhe number of shares 


employee was determined 


, : 
amoun ot Salary ana 


im The $65 figure 


directors on the basi 
the stock would not 
ré At the } 
as fixed, the stock 


at about $98 per share 


time the 936 
vas in fact sellin 
and the lowest it had 
time the plan first 


offer was $76 


be mn between the was 


broached and the time of the 


Judge Raum was one of the dissenters from 
the LoBue opinion 
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per share. On the date that the shares were 
offered to Bowen, the value of the stock 
was about $99 per share 


The option was personal to Bowen, that 
is, it could not be transferred, and to the 
extent it was unexercised, it would lapse on 
March 31, 1950, or on his earlier death o1 
termination of employment by the company. 
One of the conditions on exercise was 
payment to the company of 15 per cent ot 
the difference between the option price and 
the value of the stock on the date of exer- 
cise, this being the amount which the com 
pany thought it might withhold 
as income tax The options were not 
granted to Bowen at his request or demand 


have to 


nor was he negotiating an employment con- 


tract with the company at the time they 


were offered or at any time prior thereto 


or thereafter 


In addition to the stock option plan, the 
company had a bonus plan for employees as 
well as a retirement plan and a group in- 
surance plan 
because of the 
option plan 
bonus 


None of these 


plans was 
adoption of the 
Both the basic salary and the 
of Bowen for 1949, the year in which 
he received the option, were higher than 
the same items in the preceding year, and 
the same was true in the years 1950, 1951 
and 1952, that is, both his basic salary and 
his bonus were 


changed 


higher each year. In fixing 
salary and bonus, no account 
vas taken of the fact that he had 


granted or that he had ex 


Bowen's basi 
been 
reised options 


In allotting options, the company did not 
discriminate against employees who already 
owned stock since it felt that such dis 
crimination would be harmful to the esprit 
de corps of the organization; but the allot 
ment knew that 
options 
stockholders 


committe generally the 


employees to whom were offered 


vere not substantial 


the company claimed a deduction in its 


income tax return for the year in which the 
differ 


value 


options were exercised equal to the 


ence between the option price and the 


the stocl sold to the 


employees under 


the plan, but attached a rider to the 


returt 
explaining that it did so only because of the 
requirements o Regulations 


and that in its view the sale of stock to the 


| reasury 


employ es did 1t give rise to taxable in 


come to them 


On these tacts he court render 


sion in the employee’s favor. Judge 


opimiot consists of two brief sentences 





“The essential facts herein do not diffe: 
from those in Philip J. LoBue, 22 T. C. (No 
58), although there are many differences in 
the details. We are satisfied that a different 
result could not fairly be 
pres nt cases os 


reached in the 


Sorensen Case 


In sharp contrast to the two cases just 
discussed is the Sorensen case,™ one of the 
few recent employee stock option cases won 
The Sorensen case in- 
volved a pre-Smuith option, but since the Tax 
Court has indicated that the tests of tax 
ability 


by the government 


since that decision remain the same 
as before, it is worth examining. Sorensen, 
for a number of years, 


vice president of the 


had been executive 
Ford Motor Company 
at an annual salary of $250,000 
his retirement 


Following 
from Ford in 1944, he was 
approached by officials of Willys Overland, 
who sought his services as chief executive 
that company. In the 
negotiations, Sorens« n 


othcer ot ensuing 


made known the 
terms under which he would accept the job 
and these terms were readily accepted. The 
employment was to be for a ten-year term, 
during which he was to be paid an aggre- 
$520,000 in semimonthly install 
ments. Termination of the agreement by 
Willys or the death of Sorensen would not 
affect the company’s liability to make these 
payments In addition, Sorensen 
five options exercisable respectively on Jan 
1945, 1946, 1947, 1948 and 1949, 
to purchase an aggregate of 100,000 shares 
of Willys stock at $3 per share 

statement sent to stockholders 
approval of the 


gate ol 


rec eived 


uary :. 


In a proxy 

soliciting 
plan, it was stated 
that Sorensen had requested an opportunity 
to acquire a proprietary interest in the com- 
pany and that this could be supplied only 


their 


through the medium of options to purchase 
stock At the time of the negotiations, 
Willys stock was selling at $6.75 per share 
and at the time the options were granted 
to Sorensen, the value had risen to $12% 
per share he options were assignable but 
if Sorensen left its employ, Willys could 
those options which had not yet 
Willys agreed 


the options 


terminat¢ 


matured that in the event 
would not 
deduction for the 
difference between the option price and the 


market value of the 


were exer ised, it 


claim any imecome tax 


stock if in excess 


thereof. Although Sorensen had ample funds 
Cited at footnote 59 
‘cr, Abraham Rosenberg, cited at footnote 
59, where the employee had himself asked for 
the option but only as an aftermath of the nego 
tlations and without any demand as to number 


20 January, 1955 ® 


with which to do so, he never exercised the 
options. Instead, he sold them to a founda- 
tion—not one he himself had created—fo: 
an aggregate of $476,000, of which part was 
paid in cash and the balance in noninterest 
notes maturing 


Ultimately the 


over a number of years 
foundation exercised the 
options and received the shares upon pay 
ment of the option price. Some years after 
the agreement with Sorensen, a stockholder’s 
suit was brought against Willys, Sorensen 
and other defendants, alleging that the 
agreement was void for lack of adequate 
consideration But the evidence developed 
during the course of the suit 


counsel for the 


convinced 
suing stockholder that 
Sorensen had rendered services to Willys 
which warranted the compensation paid 
and the options given him; and it was so 
stipulated in a dismissal of the action on 
the merits with prejudice to any further 
action by Willys or any of its stockholders 
There some other 
facts found but they do not appear to have 
played a very 


The finding that the 
were granted to Sorensen as compensation, 
was influenced by a number of factors. Per 
haps the 
»orensen 


against Sorensen. were 


important part in the outcome 


court, in options 


significant 
that he, 
manded the options ™ 


most items against 
himself, had de- 
as part of the nego- 
his employment and that the 
annual cash payment 


were 


tiations tor 
to him was small in 
comparison with the annual salary which 
he had previously commanded, Sorensen 
sought to explain this by saying that he 
contemplated that he would only 
his full time to the company for 


devote 
a period 
of a year to a year and a half, during which 
time he would develop an organization and 
formulate a postwar production program 
for the company, after which he would act 
largely in an advisory capacity. As to the 
options, he testified that he requested them 
because he desired a proprietary interest in 
the company in order that he could interest 
himself in and look after the interests of 
stockholders. This was, of 
course, negated by the fact that he 
exercised the options, but his explanation 
that there later developed a conflict 
between him and another officer of the com 


the munority 


never 


was 


pany and that because the board supported 
the other officer, he decided not to exercise 
but to sell the options 
out that this conflict 


The court pointed 


arose after the peti 


of shares, price, etc. Moreover, the option price 
fixed by the president of the employer corpora- 
tion was in excess of the then value of the 
stock 
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tioner could 


and 


have exercised the first two 
that his decision to sell the 
options was hardly consistent with his pro- 
tessed about the 
stockholders. 


options 
concern interests of the 
minority 


A seemingly was the 


between the 
and the value of the 


important factor 


very sharp disparity option 
stock at the time 
Such value ($12) 
was tour times as much as the option price 
($3). (The court, in its opinion, seemed to 
overlook the fact that at the time the nego 
tiations were on, the value of the stock 
was only $6.75 per share.) However, there 
are cases in which the options were found 
to be proprietary despite the existence of a 
very wide difference between the 
and the value of the 
LoBue above, 
where the option price and value at the time 
the last options were 
spectively $5 and $19. 


price 
the options were granted. 


option 
price stock, for ex- 


ample, the case discussed 


granted were re- 


Another seemingly 
the Sorensen was the 
(other than the 
be exercised if the 


important 
tact 
first) 
petitioner remained in 
the service of Willys until specified dates 
and that this indicated a 
nection 


factor in 
that the 
could only 


case 


options 


“vital causal con 
petitioner's employ 
ment and his rendition of services and the 
right to acquire stock at the price stated 
in the option.”” On the other hand, the fact 
that were 


between the 


options granted as part of a 


long-term contract of employment did not 
in other cases preclude a finding that they 
were proprietary.” 


Sorensen’s alternative contention that even 


if the proceeds from the sale of the options 


were not capital gain, he was entitled to 
report the income on the installment basis 
provided by Section 44 of the old Code was 
also rejected. The court stated that for tax 
purposes the proceeds of the 


options 


sale of the 


were compensation, not 


income 
from a sale of property; hence, Section 44 


could not apply 


rhe court further held that the full sales 
as compensation for the 
respective years in which the options were 
sold, absent any that the 
received from the foundation had a value of 
than the This last con- 
seems erroneous in the light of the 
that the 


™3 
interest. 


price was taxable 


showing notes 


less face amount 


clusion 


fact foundation’s notes did not 


be al 
* For example, 
footnote 59 
‘Sorensen also lost out in his contention that 
the three-year rather than the five-year statute 
of limitations applied 


Abraham Rosenberg, cited at 


Compensation of Executives 


Stone Case 


Next we come to two cases in which the 
employee succeeded in defeating the tax, 
but on a different theory. The cases are 
Estate of Lauson Stone ™ 
McNamara v 


Commussioner Uv 
and 


S‘ tone 


Commissioner.” In the 
Follansbee Steel Corpo- 
ration, pursuant to a resolution adopted by 
its stockholders and May l, 
1947, sold to the decedent, Stone, who was 
the president of the company, 100 fully 
transferable warrants at $10 per warrant. 
Each warrant entitled the holder to pur 
chase at any time after October 31, 1947, 
and before May 1, 1952, 100 shares of the 
company’s common stock at $21 per share 
Stone had been the chief executive officer of 
the company 1942 at a salary of 
$50,000 per year. On May 1, 1947, the 
company’s stock was selling at $19.75 per 
share. In his 1947 return, Stone reported 
the difference between the value he placed 
on the warrants, that is, $6,000, and the 
$1,000 he had paid for them, or $5,000, as 
additional compensation. 


case, the 


directors on 


since 


The corporation, 
in its return, claimed an equivalent deduc- 
tion. In 1948 Stone sold, for approximately 
$82,000, 89 of the warrants representing the 
right to purchase 8,900 shares of the com 
pany’s stock and long-term 
capital gain for that year the difference be 
tween such proceeds and the $6,000 value 
he had placed on the warrants in 1947. The 
corporation in its return for 1948 claimed a 
deduction for at least the amount reported 
by Stone as capital gain for that year. The 
that the 

proceeds over the $10 per warrant 
was taxable to Stone as 
1948." The 
Commissioner, It 


reported as 


Commissioner determined 
of the 


cost 


excess 


additional 
Tax (Court 
found—on 
qualified stock 
value on May 1, 1947, 
which the decedent had 
then bought at $10 per warrant was at least 
equal to the $60 per warrant value that he 
] placed 


compensation for 
overruled the 
the basis of testimony by 
that the 


warrants 


brokers 


of the 


had upon them in computing his 
income for 1947; and, having so found, it 
applied T. D. 5507 literally: The company 
sold to its employee for $1,000 something 
that was worth $6,000; hence the differen 
tial was compensation, This rationalization 
conclusion that the 
different from the 


usual stock options given by employers to 


rests on the court’s 


warrants were quite 


officers and employees and that the parties 
‘ Cited at footnote 60 
* Cited at footnote 60 
* The Commissioner 
1946-1 CB 15 


relied on I. T. 3795(a), 


21 





were dealing in stock warrants and not the 
shares of stock that could be acquired there 
under. In support of this conclusion, the 
court pointed to the fact that the decedent 
had 
warrants, that the warrants were negotiable 
date,” that they were protected 


against dilution in value, and that they were 


paid a valuable consideration for the 
from their 


not contingent upon Stone’s continued em- 
ployment. The Tax Court further relied on 
the dictum of the Supreme Court in the 
Smith case that in certain circumstances the 
itself 
value that 


option rather than the increment in 


would arise on exercise might be 
the intended compensation.” Having found 
that the warrants had a fair market value 
when received, it concluded that the excess 
of such value over the constituted 
compensation income for 1947, and that the 
ubseque nt sale of the warrants was a capi 
The fact that the 


claimed a 


cost 


tal transaction. 
tion had deduction in 
acount of Stone’s sale of the 


corpora 
1948 on 
Warrants was 
held not controlling." 


Che appellate court affirmed, but it seemed 
to be troubled, as well it might in view of 
the fact that by paying a relatively nominal 
consideration for the options,” the employee 
had brought the transaction literally within 
the amended Regulation and had 
rates on the 


escaped 
taxation at ordinary 
bargain 


analogized the 


greate! 
part of his 
first 


pure has« 


The app¢ llate 


court 
transaction to a meré 


and sale of property 


‘It would seem, then, as a 
principl that 
this thing of 


matter ot 


when the received 


taxpayer 
value in 1947 
1948 that, it ‘capital 


transaction’, he should be treated as in any 


and turned it 


into cash in being a 


other capital and 


allowed to 
appropriate tax thereor It 


no different 


transaction, 
pay the seems 
from buying and subsequent 
selling a piece of land, a horse or a Mat 


painting 


Under the new Code, if not und« 
that if 
Matisse paintings had bought 


ms to 


one, it is clear a dealer in 


acquire such prop 


being taxed at ordin: 
profit.” 
that 


escape 


escape 


rates on the A plausible argument 


can be mace a dealer in services should 
likewise not 


by dealing 


tax at ordinary rat 


in options 


of John OC 


where 


Wahl, cited at 
restrictions on 


footnote 6 
there vere transfer of 
the options 
* 324 U.S. 177, 182 
The court thought that I. T. 3795 was not 
intended to cover stock warrants purchased by 
in employee for less than the fair market value 


of such warrants 


22 January, 
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The appellate court apparently rested its 
afirmance principally on the dictum of the 
Smith case referred to by the Tax Court, 
saying ‘It is very clear that the set of 
facts here involved differs greatly from the 
set of facts in Commissioner v. Smith, supra 
which the 


Indeed it is the very situation 


Court in that case carefully distinguished 


McNamara Case 


Now, let us examine the other case in 
1944, 
McNamara, who was then manager of the 
Chicago branches of the Kroger grocery 


chain, was approached by one of the prin 


this tandem, the McNamara cas« In 


cipal stockholders of a competing company, 
National McNamara’s 
services as National 
Mic Namara was then receiving from Kroger 
a salary 


Tea, who sought 


general manager of 


and a percentage of earnings 
McNamara indicated willingness to go with 
National provided he 


received a slight in 


crease and also an opportunity to acquire 
stock of National 
should have an interest 
The National stockholder 
who approached McNamara 
jections to 
take the 


ol directors 


some of the 
“telt 
in the company.” 


because he 


management 


made no ob 


these demands 


agreed t 
matter up with the National board 
In February, 1945, M« 
a letter 
proposed form of employment contract and 
asking his assurance that he 
if the National 


propose d 


and 


Namara 


received from National enclosing a 


would sign it 


board approved it The 


called 1or an 


contract annual 


salary of $27,500 and a percentage of the 


net pronts ot the company in excess Of a 


certain minimum It 


also ovided that 
‘in consideration of 

ance of empl yyment” the 
to set 12,500 sl] 


stock 


aside 
subject to an opt 


the employee at any time duri 


at $12 per share Phe toc] 


the contract 


then selling at $15.25 per McN 


indicated he vould accey] In M: 


1945, McNamara was ele 


general manager and w 


ul 


account at the rat 


National t 


warrant ‘ t $10 
holder to buy durir 


five-year per 


rare of Follansbee stock at $21 per share, the 
cost of the option 


if a 


amountec to 10 cents p 


cent of the then value of 


er 
share, about 0.5 per 
the stock 


Sec 1 


See 
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when restrictions on salary 
relaxed, National entered into a two-year 
employment contract with McNamara un 


der which he was to receive the salary and 


increases were 


profit sharing originally contemplated. In 
addition, the company issued to McNamara 
on the same date options to purchase 12,500 
shares of its stock at $16 per share At that 
time the stock was selling at $19 per share." 
August of 1947. They 
were exercisable as to one fourth immedi- 
and as to the remaining three fourths 
1946, August, 1946, and 
respectively In 1946 and 


options 


‘The options ran to 


ately 
February, 

1947, 
petitione! 


alter 
February, 
1947 the 
and at the time of stock of 
National was at approximately $28 
M« Namara 

ock purchased by him pursuant to the 
option In his 1945 
compensation trom 


exercised his 
exercise the 


selling 


never sold any ot 
return he reported as 
National, in addition to 
the amount he had received in cash, $16,375 

e theory value of the 
National 
deduction in its 
1945 report to the 


that this was the 
ssued to him in that year 
claimed a corresponding 
1945 return In its 
Securities and Exchange Na- 
tional stated that the consideration for the 
granting of the option was “ 


Commission, 


services rendered 
and to be rendered.” 


The Commissioner determined that McNa 


} 
mara reaiize d compen 
1947 


the option price and 


sation income in 1946 


and between 


equal to the difference 
market 


him 


value of the 


stock purchased by under the 


option 
Court sustained the Commissioner 
yurt frst rejected the 


argument that the option was 


petitioner’s 
a proprietary 
than a 
that the 


to and 


rather compensatory one, 


parties had 


asserting 
consistently referred 
treated the option as compensation 
The court seemed to att h 


a importance to 
the fact that if the 


option were not a com 


pensatory one, 


no question of salary stabili 


zation would have been involved, and it was 
not until the salary stabilization restrictions 
relaxed that the committee 

vent forward with the granting 


f National 


f the option. The fact that one of the 


were 


executive 


motives in granting the option was “to 
enthusiast 


this 
is frequently one of the objectives of giving 


interested and 


efforts” was held not 


encourage his 
controlling “for 


emp! yyees additional 


compensation in the 
stock options.” The 
McNamara’s alter 


native contention that the compensation, if 


form of bonuses and 


Tax Court also rejected 


was the value of the option itself rather 


date McNamara signed the contract, 
was $20 per share 


Compensation of Executives 


than the difference between the option price 
and the value at the date of exercise 
McNamara relied, of course, on the Smith 
dictum that under certain circumstances the 
option itself than the increment in 
value at the time of exercise could be the 
intended compensation; but the Tax Court 
concluded that under the facts presented 
the option itself was not “the only intended 
compensation.” The court 
that this was not a case of the distribution 
stock warrant 
clearly ascertainable market value or which 
“Although 
option tor 
assignment, it is nevertheless plain 


rather 


went on to Say 


of a option or which has a 


the employee can readily sell 
there was no 


bidding 
that no assignment or 


provision in the 


sale was ever con 
lax Court 
discounted the testimony of petitioner’s wit 
market value of the 
received by the 
that he did not 
this 


satisty the 


templated by either party.” The 


ness as to the fair 
option at the date it 
petitioner on the 


was 
ground 
knowledge of 
could he 
court that he had any 
purchase and 


display any particular 


type or option nor 
experience in the 
“The 
was highly speculative 
and depended upon market values ranging 
Over a period of The 
thought that the could not 
be disposed ot 


sale of such 


whole 


options 
option as a 


long time.’ 


court 
readily 
and that 
this was relevant in determining whether the 
option itself could be “the 


only compensation.” It is some 


option 


without sacrifice 


referred to as 
intended 


vhat surprising that no reference was made 


to the 


‘tone case, the decision which was 


promulgated by the Tax Court only about 


two weeks earlier 


Apart 


fair market 


from the question of proof as to 


value of the when re 
difficult 
Tax Court’s decision in McNamara with its 
Stone. The fact that Stone paid 
nominal amount for 
McNamara got his for 
justifies a difference 
the appellate 


option 
ceived, it is rather to reconcile the 
decision in 
a relatively his option 
and nothing hardly 
in result At any rate, 
court reversed and remanded 
Court’s decision in McNamara on 
that the itself vas the 
intended compensation. The appellate court 
apparently thought that there was only one 
inference which could be drawn from the 
evidence, namely, that the parties intended 
the option itself as additional compensation 
for the year in which it was 
reversal on a question of 
court fact 


resolutions authorizing the option 


the Tax 


the ground option 


granted and 


thus justified its 
tact The 


that the 


upper stressed the 








described it as being compensation for the 
“present fiscal year” and seemed to be im 
pressed by the fact that both the taxpayer 
and the employer corporation had so treated 
it in their respective income tax returns for 
that year As did the appeals court in 
Stone, the appellate court in McNamara 
relied strongly on the obiter in Smith 


The upper court seemed to be impressed 
by the fact that originally the parties con 
templated that there would be an option to 
buy at $12 when the value of the stock 
stood at about $15 and that when the con 
tract was finally concluded the spread be 
tween the option price and the value per 
share remained approximately the same 
“This seems much more consistent with the 
parties having in mind the value of the 
option as a consideration of the petitioner’s 
services rather than the gain which he might 
realize by exercising his rights under the 
option during the years 1946 and 1947.” 


On the question ol valuation of the option, 
the court said: “While the Tax Court 
expressed doubt as to the reliability of the 
witness who testified as to the value of the 
option when it was granted, the record 
clearly shows that the option itself was of 
substantial value at that time. While the 
option did not give thé petitioner the owner 
ship of the stock, it did give him an assign- 
able right to buy the stock at a bargain 
price, a right which the petitioner could 
have promptly sold for a substantial price.” 


Kuchman and Lehman Cases 


Before attempting a distillation of the 
principles that may be drawn from an 
analysis and study of the stock option cases, 
two final cases should be described, Harold 
H, Kuchman™ and Robert Lehman.™ Kuch- 
man was employed by the sales subsidiary 
of a textile manufacturing company. The 
manufacturing company, which consisted of 
several different mills, had been put together 
by two underwriting firms who were to 
offer its stock to the public. The under- 
writers, before offering the stock to the 
public, offered a group of key employees 
shares of the company’s common stock at 
$5 per share. About a month later, similar 
shares were offered to the public at $25 a 
share.” (The price paid by the underwriters 

™ CCH Dec, 18,934, 18 TC 154 (1952) (acq., 
1952-2 CB 2). 

“CCH Dec, 18,576, 17 TC 652 (acq., on point 
involved here, 1952-1 CB 3). 


“ At the time Kuchman bought the shares, the 
reorganization and the proposed offering of 


24 January, 


equal to the difference between the pro- 





The courts, in deciding whether an 
option is compensatory or 
proprietary, do not seem to have 
attached controlling significance 
to any single factor. 


to the company for similar shares was 
$22.75 per share.) Kuchman, pursuant to 
the offer, bought a certain number of the 
shares at $5. The offering letter stated 


‘As owners together of a majority of the 


capital stock of Bates Manufacturing Com- 
pany . . we desire in the intefest of the 
future business of the company that you 
and other officers or personnel connected 
with the management of the company shall 
have a financial interest therein as a stimulus 
to vigorous attention by you and the others 
to the company’s affairs, and as an induce 
ment to you to acquire such interest we 
offer to sell to you 500 shares or any part 
thereof of common stock of the company 
at the price of $5 per share.” 

Payment was to be made in cash. Kuch- 
man agreed that for a period of one year 
he would not without the consent of the 
underwriters sell or dispose of the shares 
bought by him. (He was, however, pet 
mitted to pledge the shares as collateral for 
a loan.) He further agreed that if his em 
ployment by the company terminated within 
one year for the reason that he desired to 
accept a business position with another or 
ganization or engage in business on his own 
account, he would offer the shares back to 
the underwriters at the price of $5 per 
share. Kuchman’s salary and bonus were 
not in any way affected by the issuance of 
the option to him, 


On behalf of Kuchman, it was argued 
that under the criteria established by the 
earlier stock option cases, the option granted 
to Kuchman was a proprietary rather than 
a compensatory one. In the alternative, it 
was argued that the stock purchased by 
Kuchman had no ascertainable fair market 
value—because of the restrictions on its 
disposition—and that hence Kuchman real- 
ized no income by its purchase. The court 
dodged the primary question and held that 
the Bates stock bought by Kuchman was 
stock were being challenged by a minority 
stockholder who sought to enjoin the sale of 
the new issue, and in fact the court had issued 


a temporary restraining order which was later 
dissolved. 
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(f) that the options are never exercised 


— = 











so restricted that it did not have 


he purchased it a fair market value capable 


at the tink 


of being ascertained with reasonable cer- 
tainty and that, accordingly, acquisition of 
the stock “does not 


in the 


justify charging 
year of its receipt 


amount.” ™ 


peti- 


tioner with income 


Iti any 


The restrictions on Kuchman’s stock ex- 


Conceivably, the govern 
ment could contend that on the expiration 
of the 


pired after a year 


pe riod of restrictions the employee 
was then taxable on the difference between 
the price he had paid for the stock and its 
value at that time. However, the govern- 
ment had lost an argument to this effect in 
the Lehman cas« 
one of the 


where the petitioner 
partners in 


was 
an underwriting firm 


which had received as compensation for 
services an option to buy certain depart 
ment store shares. There were so many 


restrictions on. the 
shares that the 
willing 


disposition ot these 
government was apparently 
to stipulate that they had no fair 
market value when purchased pursuant to 
the option in 1943, and that the acquisition 
of the shares had not given rise to income 
The restrictions expired at the beginning of 
1944 and in March, 1944, the shares were 
sold by the firm, which reported the excess 
of the proceeds over the purchase price as 
long-term capital gain. The court sustained 
the firm’s treatment of the transaction and, 
rejected the that the 
termination of the gave rise to 


as stated, argument 
restrictions 


compensation income equal to the difference 


between cost and market value at that 
time: 
“Termination of the restrictions was not 


a taxable event such as the receipt olf com 


pensation for services or the 


disposition 
Values fluctuate from time to 


value 


ot property. 
time and the on a later date might be 
out of all proportion to the 
involved in the 


compensation 
original acquisition of the 


shares.” 
is sound, why would it 
equally to admittedly compen- 
to market fluctua 
bargain 
to the 


If this reasoning 
not apply 
satory options where, due 
tions, the value of the 
out of all proportion” 
services rendered? 

Although the Kuchman and Lehman cases, 
taken in conjunction, seem to offer a wide 
door to 
The courts, 


“might be 
value of the 


caution is 
found that 


suggested. 
they have 


avoidance, 
having 


% The court reached this conclusion in the 
face of testimony by an expert witness for the 
petitioner to the effect that the restricted stock 
did have a value; but the court considered that 
this testimony did not relate to the value of 
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buv 100 shares of the company’s 


created a loophole, may be 
it open and 


loath to leave 
where they find that 
compensation was intended, be more ready 


may, 


than heretofore to find that the option 
itself had substantial value when received 
(which would not hurt too much) or that 


stock, the disposition of 
nevertheless 


which is restricted, 
market value and 
that the differential between such value and 
option price is ordinary income when the 
stock is purchased 


has a fair 


Resume of Employee Stock Options Other 
than Restricted Options 


Since the facts in each stock option case 
are different from the facts in the othe 
stock option cases, it is, of course, possible 
to distinguish the decisions. But the distinc 


tions are often shadowy and the reasoning 
is not always persuasive. The emerging 
trends and tendencies in the post-Smith 


option cases are still unclear. Nevertheless, 
one must be prepared to hazard conclusions, 
and these are offered 


(1) The 


and one may 


Tax Court has already refused 
venture a guess that most of 
the appellate courts will also refuse to go 
along with the present rule of the Regula 
tions that in every 


corporation to 


sale of property by a 
an employee for less than 
fair market value, the differential auto- 
matically constitutes compensation. 


(2) The courts will continue to distinguish 


between compensatory and proprietary op- 
tions: 


(a) Where 
compensatory 
was not 


it is found that the option is 
and that the option itself 
intended as compensation, the 
differential between option price and fair 
market value at the time of exercise, o1 
the proceeds of sale if the option is sold 
without being exercised, will be treated as 
compensation. 


(b) Where it is 


found that the option 
itself 


than the increment in value 
that is deemed to arise upon exercise) was 
intended as 


(rather 
compensation and the option 
has an ascertainable fair market value, such 
value is treated as 
which the 


compensation for the 
option is received, If 
exercised, no income 
and if the stock is 
thereafter sold, capital gain or loss results 


year in 


such an option is 


arises upon exercise 


the stock from the standpoint of a purchaser 
and that where no purchaser could be found, 
the stock had no fair market value, 


(Four 
judges dissented.) 


25 


per cent option. the emplovee’s death would 








equal to the difference between the pro- 
ceeds of the sale of the stock and the sum 
of the value of the option at the time of 
receipt plus the option price. 


(c) Where it is found that the option 
is proprietary and the option is exercised, 
the transaction, even though it be a bar- 
gain purchase, will be treated as a pure 
investment by the employee, that is, he will 
have capital gain or loss upon a sale of 
the stock equal to the difference between 
the option price and the proceeds of sale. 
Where such an option is sold, presumably 
the gain would be treated as capital gain. 
However, it is not likely to be found that 
an option which is sold was a proprietary 
option—-the sale would ordinarily negate 
the existence of proprietary intent. 


(3) The courts, in deciding whether an 
option is compensatory or proprietary, do 
not seem to have attached controlling sig- 
nificance to any single factor. Each case 
seems to turn on its own particular facts 
and it is clearly unsafe to rely on another 
case as a precedent unless the facts are 
identical. Where the facts point in both 
directions, as they almost always do, the 
courts endeavor to ascertain the dominant 
motive but—in principle at least—do not 
scem to lean one way or the other. How- 
ever, a clear majority of the litigated cases 
favor the taxpayer. 


(4) Among the factors that apparently 
point towards a compensatory option—their 
absence would point towards a proprietary 
option—are the following: 


(a) that the employee asked for the 
option rather than that it was suggested 
to him by the employer corporation; ™ 


(b) that the option was granted as part 
of the negotiations which preceded the em 
ployment; ™ 


(c) that the optionee accepts a reduced 
cash salary at the time he receives the 
option or otherwise foregoes customary em- 
ployee benefits (this points strongly to a 
compensatory option); 


(d) that the employee must remain in 
the employ of the company for a certain 
period of time before his right to exercise 
the option matures; 


(e) that the option is transferable; ® 


* However, there are cases where the option 
was held to be proprietary even though the em 
ployee asked for it. For example, Abraham 
Rosenberg, cited at footnote 59. 

™ But here again there are cases where the 
option was found to be proprietary even though 
granted in connection with working out the 


(f{) that the options are never exercised 
but are rather sold (this is a strong indica 
tion that the option was compensatory); 


(zg) that the value of the stock at the time 
the option was granted was substantially 
higher than the option price (this was at 
one time thought to be a very significant 
factor and under I. T. 3795, the existence 
of a sizable spread at the time the option 
is given would by itself make a pre-Smith 
option a compensatory one. However, in 
the latest decisions favorable to the em- 
ployee, the spread between option price and 
value at the date of the option was quite 
substantial.) ; 


(h) that the company claimed a deduc- 
tion in its income tax return. (This factor, 
too, at one time seemed to loom large, but 
there are a number of recent cases in 
which the company claimed a deduction 
and the option was nevertheless held to be 
noncompensatory. ) 


The presence of all these factors would 
almost certainly dictate a finding that the 
option was compensatory and, conversely, 
the absence of all of them would doubtless 
result in a finding that the option was 
proprietary. However, there are hardly any 
cases in which one finds all present or all 
absent. Each case thus calls for an evalua 
tion of the several factors which are present 
or absent and it is the difficulty of this 
evaluation which plagues the courts. 


(5) The option itself will be found to be 
the intended compensation where the fol- 
lowing circumstances are present: 

(a) It does not depend upon continued 
employment. 


(b) It has an ascertainable fair market 
value. The fact that the option price is 
higher than the value of the stock at the 
time it is granted does not prevent the op 
tion from having an immediate fair market 
value. 

(c) It is freely transferable 

(d) Where the employee has paid a 
consideration for the option, his position 
seems to be stronger, but query whether a 
purely nominal consideration would be bet 
ter than none at all. In this connection note 
that in the Stone case,” the employee paid 
$10 per warrant, but each warrant entitled 


terms of employment. For example, Abraham 
Rosenberg, cited at footnote 59 

*” On the other hand, where the option itself 
was the intended compensation and the em- 
ployee wishes to so maintain, transferability is 
essential 

” See footnote 74 
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lim to buy 100 shares of the company’s 
stock so that in terms of stock, his option 
cost was ten cents per share with respect 
to stock selling at around $20. 


(e) The case is stronger where the option 
is in the form of a negotiable warrant com- 
parable to warrants issued by corporations 
for a consideration other than services and 
in the nature of a corporate security 


RESTRICTED STOCK OPTIONS v. 
OTHER STOCK OPTIONS 


Where does the foregoing study of em 
ployee stock options leave the executive in 
his eternal quest for capital gain rather 
than ordinary income? Assuming the em 
ployer corporation is willing to:grant him 
whichever type he prefers, should he want 
a restricted stock option or should he 
chance a nonrestricted option in the hope 
that it will be found proprietary? Should 
he perhaps try for an option which itself 
would be treated as compensation, or should 
he be content to buy restricted stock of no 
ascertainable fair market value? These 
questions are not simple ones 


When we compare a restricted stock 
option and a nonstatutory option, we find 
an anomalous situation. Congress, when it 
enacted the restricted stock option pro 
vision, undoubtedly sought to aid execu 
tives, and its avowed purpose was to en 
courage the use of stock option plans. Yet, 
the recipient of many such options, if the 
latest decisions stand up, is worse off than 


if he had received a nonrestricted option 


Thus, the Quaker Oats employees who were 
riven the right to buy Quaker Oats stocl 
at $65 a share when the stock was selling 


at almost $100 would have had to pay ap 
proximately $20 more per share to come 


within the employee stock option section 


Moreover, upon a later sale of the stock 
about $15 per share of the gain would have 
been subject to tax at ordinary rates Still 
further, the Quaker Oats employees wer: 
not required to hold the stock for more 
than two years after the granting of the 


option. (The six-month requirement of Se 
tion 421 would ordinarily have imposed n 
additional burden because in any case the 
employee would have to hold the stock for 
more than six months in order to obtain the 
benefit of the long-term capital gain rate.) 
If a Quaker Oats employee died after exer 
cising his option, his death would not result 
in the realization of income on his final 


return, whereas under a restricted 85-95 
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per cent option, the employee's death would 
result. in the realization of about $15 of 
ordinary income (assuming the Quaker 
Oats stock was selling at $100 per share 
or more on the date of death). If the 
Quaker Oats option had been transferable 
by will or intestacy and the employee had 
died before exercising the option, no in- 
come would: result to the successor by 
reason of exercise or sale of the option 
(other than appreciation accruing after the 
date used for estate tax valuation pur- 
poses) whereas had the option been a 
restricted stock option, the successor would 
stand in the same position as the employee, 
that is, there might be a realization of both 
ordinary income and capital gain with 
respect to appreciation accruing prior to 
death, albeit with an income tax deduction 
for the esrate tax applicable to the inclusion 
of the »ption value (or part thereof) in the 


gross estate 


Is this favorable position of the non 
statutory optionee what Congress intended, 
and if not, is the statute likely to be 
amended? Probably not, if at all, until the 
Supreme Court has passed on the validity 
of T.D. 5507 and I.T. 3795. Of course; 
problems other than tax problems must be 
considered. Where there are minority stock 
holders and the plan requires stockholder 
approval, or even where it does not, there 
are fewer problems when the initial bar 
gain, if that term may be applied to the 
difference between the option price and 
the value at the time the option is granted, 
is relatively small—as it is required to be 
in the case of a restricted stock option 
than where such initial bargain is large 
Similarly, if the employee's right to exercise 
the option is contingent upon his remaining 
in the company’s employ for a definite 


period, say, a year, the corporate problem 
is eased 


What of the executive who is satisfied 
to pay something for the option and to pay 
tax currently on its value when received ? 
(Here a condition precedent is that the 
option itself shall have an ascertainable 
fair market value.) The employee risks 
something since the option may lose its 
value. On the other hand, the recipient of 
a restricted stock option may risk even 
more since, for a period of at least six 
months, he must hold on to his stock and 
the investment in the stock will be greater 
than any price he might have paid for the 
option itself. What of the Kuchman-Lehman 
type of option? Where the employee is 
given the right to buy stock which has no 
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ascertainable fair market value because, for 
example, it may not be disposed of for a 
year, there would seem to be no income 
prior to sale of the stock regardless of the 
size of the differential between the option 
price and the value, at the time the option 
is given, of unrestricted stock. Under the 
Lehman case, the expiration of the restric- 
tions does not give rise to any income, and 
the gain realized on the sale of the stock 
is taxable as capital gain even though the 
option itself was given for services ren- 
dered. If these two cases taken in conjunc- 
tion are good law, the Kuchman case option 
would seem to be the simplest way of 
giving executives what they are after. How- 
ever, as I have indicated above, it is not 
safe to rely on precedents in this area. In 
the first place, the options in the Kuchman 
and Lehman cases were not given by an 
employer” and it is quite possible that the 
result would be different if the relationship 
of the parties were that of employer- 
employee; and where the restrictions are 
mere window dressing—not meaningful to 
the grantor of the option and really im 
posed at the request of the optionee largely 
in order to obtain hoped-for preferential 
tax treatment—it is probable that they 
would be ignored. As in the case of the 
other types of option, the employee in the 
Kuchman type risks something, namely, the 
purchase price of the stock. However, in 
offers of this kind the price paid by the 
employee (as in the Kuchman case) is s« 
much less than the value of unrestricted 
stock that the employee can well afford to 
take the risk. Usually he will be able to 
borrow the entire purchase price on the col 
lateral of the stock 


CONCLUSION 


The 1954 Code contains some solace in 
addition to rate reductions for the execu- 
tive. It does not, however, solve the major 
problem created by the semiconfiscatory 
rates in the highest income brackets, namely, 
how to live at the level imposed by the 
job and save at the same time. The ques- 
tion of whether such high rates act as a 
brake on incentive is a controversial one 
One frequently hears the statement made 
that because of the high rates executives 
are prone to loaf rather than exert them 
selves. But such studies on this question 
as have been published—none of them is 

“In the Kuchman cuse, the option was given 
by underwriters who were interested in making 
the employer company’s stock more attractive 
to the underwriters’ customers, and in the 
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exhaustive so far as I know—do not sup- 
port this statement. To be sure, there 
must be exceptions, but I suspect that the 
incentive, or rather lack of incentive, argu- 
ment against high rates has been over- 
played; and so far as my personal observa- 
tion is concerned, it seems to me that 
executives by and large are not deterred by 
the high tax rates. If they work hard, they 
do so primarily not because there will be 
more money available for them but becaus« 
they desire the satisfaction that flows from 
a job well done. They are, of course, inter 
ested in making as much money as they 
honestly can—and in this connection the 
prestige that attaches to a high cash com 
pensation as distinguished from retirement 
benefits, stock options, etc., is not a neg 
ligible factor; but this is not to savy that 
they would shirk or avoid their responsi 
bilities because the after-tax reward of 
further effort is shockingly small. On the 
other hand, I further suspect that because 
the reward of further pecuniary compensa- 
tion is so minimal, executives feel no com- 
punction in arranging or accepting tax-tiree 
fringe benefits (at least they hope they are 
tax free) such as generous entertainment 
allowances and the free use of company 
facilities—cars, yachts, etc.—that are on the 
borderline of personal and living expenses 
lo my mind, a much more important conse- 
quence of the high tax rates on executives’ 
compensation is that executives who would 
like to strike out on their own find them 
selves unable to accumulate the necessary 
capital. 


The fact that executives will in the main 
not curtail their endeavors because of the 
high tax rates does not mean that they 
are not interested in minimizing taxes. In 
fact, their interest in reducing taxes is 
very keen, Participation in a qualified pen 
sion or similar plan plays a very important 
part in attracting and keeping executive 
talent. On the other hand, such participa 
tion is not without its shortcomings. There 
are, for instance, executives who would be 
prepared to leave their present position to 
enter the employ of another company but 
find that they are past the age at which they 
would be eligible to participate in the sec 
ond company’s qualified plan. In such cases 
it is customary to work out some kind of 
deferred-compensation arrangement outside 
the qualified plan. But this too has its 
drawbacks, for example, the company can 


Lehman case, the option was given by com- 
panies for whom Lehman Brothers had acted as 
underwriter 
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not deduct the deferred compensation until 
the year of payment and the employee does 
not have the greater security that usually at- 
taches to a qualified plan. I think that some 
day this problem will have to be solved, per- 
haps by a statutory provision that would 
permit the second company, without en- 
dangering the qualified status of its plan, 
to contribute to such plan on behalf of the 
new employee, and deduct the amount 
required so that the new employee will 
able to obtain from his second 
employer’s plan an amount equal to what 
he would have received had he remained 
with the first company. 


later be 


Nor are executives 


option plans. 


stock 
a plan which re- 
assume the least 


insensitive to 
Naturally, 
quires the employee to 
risk will be the one that appeals the most. 
Thus, the sale to the employee of unre- 
stricted high-leverage stock whether of the 
employer corporation or of a 
corporation (such as 


subsidiary 
Ford is reputed to 
have done), is particularly attractive, for it 
usually requires a relatively small invest- 
ment and presents no serious tax difficulties. 
However, such a plan is not ordinarily 
feasible for a widely owned company, since 
the probability of minority stockholder op- 
position is quite strong. If the high-leverage 
stock is that of a closely owned company, 
it will probably not be marketable and the 
owner must generally depend on the later 
villingness of the employer or parent corpo- 
ration to buy back the stock at its fair 
Moreover, if the stock is closely 
owned and sales are infrequent, the prob- 
lems inherent in valuing a leverage stock 
may be troublesome. 


value. 


As between a restricted stock option and 
one which would not qualify as such, the 
choice is not an easy one, It is true that 
the recipient of a restricted option cannot 
obtain as large an initial bargain as the 
recipient of a proprietary nonrestricted op- 


WHY THE PRESIDENT SAID NO 


sf do 
and duty 
ought to be extended to the relief of 
individual 


manner properly related to the public 


not believe that the power 


of the General Government 


suffering which is in no 


service or benefit. A prevalent tend- 
ency to disregard the limited mission 
of this power and duty should, I 
think, be steadfastly resisted, to the end 
that the lesson should be constantly 
enforced that though the people sup 
port the Government the Government 
should not support the people 


Compensation of Executives 


tion, and that the nonrestricted option may 
be free from the hampering conditions, in 
addition to price, imposed with respect to 
restricted options; but a restricted stock 
option is a safe one taxwise, whereas the 
path of a nonrestricted option 
rugged. 

Although the recent cases have been 
mainly in favor of the employee, it should 
be remembered that the Supreme Court has 
not spoken on the subject since the Smith 
case and that the favorable decisions of the 
lower courts may not ultimately stand up. 
Moreover, even the lower courts have not 
passed on options issued subsequent to the 
enactment of Section 130-A of the old Code. 
Generalizations are not of much practical 
value. 


may be 


Each case must be considered in the 
light of its own particular facts. However, 
for the venturesome employee, a nonstatutory 
option is indicated with all of the safe- 
that the cases seem to suggest or 
an option which is itself the intended 
compensation and has an immediately as 
certainable market value. For the employee 
who dislikes speculation and who prefers a 
surer, although less attractive, proposition, 
a restricted stock option will be preferable. 
So far as publicly owned corporations are 
concerned, it is clear from the large num- 
her of restricted stock option plans adopted 
by them that they prefer such options. 
Apart from they would naturally 
prefer restricted options since such options 
present fewer problems of corporate law. 


guards 


( Ise 


taxes, 


For executives generally, there is only 
the hope that the public, and through them, 
legislators, will gradually realize that the 
reasons for extremely high tax brackets are 
political rather than fiscal and that a limit 
of, say, 50 per cent on earned income would 
be politically palatable, would not signifi- 
cantly reduce the revenues and would prob- 
ably produce economic benefits far more 


important than revenue lost [The End] 


“The friendliness and charity of 
our countrymen can always be relied 
upon to 


in misfortune 


relieve their fellow-citizens 
Federal aid in 
such cases encourages the expectation 
of paternal care on the part of the 
Government prevents the 
indulgence among our people of that 
kindly and conduct which 
strengthens the bonds of a common 
brotherhood.” 


and 
sentiment 
Grover Cleveland, as 


quoted by the Foundation for Economic 
Education, Inc 
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Pension and Profit-Sharing Trusts 
Under the Internal Revenue 


Section 401(a) of 
1954 


significant changes in 


()? PHI LFACHI 
thre Internal ‘ 


Re veTiue Code oOo! 
purports to m: no 


previous requirements for initial quali 


on of a profit-sharing or pension trust 


or a nontrusteed annuity plan. However, 


before that no 


concluding changes have 
careful consideration 

fact that 
requirements ror 


1939 Code were 


been made 


must be 


most or the 


given to the real 


qualification under the 
(Commis 


than 


contained in the 
regulations and rulings rather 
in the old Code itself.’ the language 
of the ne Code is substantially the 
as that of the old Code, it is probably safe 


sioner 
Since 
Same 
ume that the Commissioner’s regula 
1Ol(a) of the Code 
ractically the 
tion under Section 
At the 
s of the 


to ass 
tor under 


vill be p 


section new 
regula 
165(a) or the 1939 


thoug! 


same as his 


time, other 
Code : 


vere considered by 


Salrie 
new as well as matters 
Congress but 
Code, 


Commiussioner’s old 


t included in the new may 


ome effect on the 


regulations and rulings 
Section 2039(c) of the new 


cited by 


Code has 


been some as being an example 


Code 


rulings is 


of how other sections of the new 


mav affect the regulations and 

rhus, the definite formula concept in profit- 
sharing plans, the old ‘30 per cent stockholder 
rule and the ‘beneficiary designation” re 
quirement of PS No. 19 were all spelled out 
in rulings and regulations None of these 
requirements has been upheld in court tests 
See Lincoln Electric Company Employees’ Trust 
v. Commissioner, 51-2 ustc { 9371, 190 F. (2d) 


326 (CA-6), rev'g CCH Dec 7,593, 14 TC 598 


30 January, 1955 ®@ 


sued under Section 165(a) of the old Code 
Since the issuance of PS No. 19 on Au 
1944, the had taken 


the position that, in order to qualify, a plan 


gust 29, (ommiussionet 


must give an employee an unqualified right 
to designate the beneficiary of any benefits 
payable under the 
death As 
sioner had 
19 in 


In fact, in 


plan at the employee's 
recently as 1953, the Commis 
affirmed the substance of PS 
Rul. No. 33, I. R. B. 1953-6, 47 
1953, he question 
Veldrum « Many 
that the re 
PS No. 19 came 


result of 


Rey. 
litig ated the 
Feu 


were so uncharitable as to say 


and lost in mith 


quirement spelled out in 


about solely as a pressure from 


the estate tax branch of the Commissioner's 
Without such a requirement 


165(a), there was 


ome under 
some doubt that 


benefits 


section 
an employee's deat would be in 
cludable in his estate for federal estate tax 
Then along came Section 2039(c) 
Code 


tions, excludes 


purposes 
of the 





new uch, with certain excep 


' 
from an employee’s taxable 


estate the value of amounts payable 
a qualifed plan at his death. The 
revocation of PS No. 19 by Rev. Rul. 54-398, 
Fe 12, followed shortly after 
the enactment of the Code Absent a 


better revocation of PS 


any 


under 


1954-38, 
new 


reason 1of the 
Produce Reporter Company v. 
53-2 ustc § 9595, 207 F. (2d) 586 (CA-7), aff'g 
CCH Dec. 18,897, 18 TC 69, nonacg. 1952-2 CB 5 
Volckening, Inc., CCH Dee. 17,277, 13 TC 723 
acq. 1950-1 CB 5; I, T. 4020, 1950-2 CB 61; Mel 
drum # Fewsmith, Inc., CCH Dec. 19,801, 20 
TC 790 

? Cited at footnote 1 


Commissioner 
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Code of 1954 


By JOHN R. LINDQUIST, Attorney 
McDermott, Will & Emery, 
Chicago 


No, 19 than that given in Rev. Rul. 54-398, 
I. R. B. 1954-38, 12 one is almost forced 
to adopt the view that Section 2039(c) 
ot the new Code was the direct cause of 
the death of at least one of the old require- 
ments for qualification, 


On the other hand, adoption of the new 
Code may have strengthened the Commis- 
sioner’s requirement of a definite formula 
for sharing the employer’s profits under a 
qualified profit-sharing plan. This require- 
ment had been litigated in two cases, both 
of which were lost by the Commissioner.* 
In the original version of the new Code,’ 
e formula requirement was to be finally 
laid to rest by an express statement by 
gress that a profit-sharing trust would 
qualify regardless of whether or not con- 
tributions to the trust were made in accord 
ance with a definite formula contained in 
the plan. When the Senate wrote back into 
the new Code the old requirements for 
qualification, the Senate also, without any 
specific explanation, eliminated the House 

ision that a profit-sharing trust would 


In substance, Rev. Rul. 54-398 states that 
upon a rereading of the regulations it is appar 
ent that an unrestricted right on the part of an 
employee to designate a beneficiary is not neces 
sary in order for a plan to be for ‘‘the exclu 
sive benefit of employees and their 
beneficiaries.”’ The regulation, however, had 
been there for the reading or rereading for 
some nine years 

‘ Lincoln Electric Company Employees’ Trust 
and Produce Reporter Company, cited at foot- 
note 1. 
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qualify irrespective of whether or not con- 
tributions thereto were made in accordance 
with a definite formula. The question im- 
mediately poses itself as to whether the 
doctrine first expressed in the Provost case * 
applies to the “definite formula” require- 
ment so that the sick patient not only has 
recovered but is stronger and healthier than 
ever. The Provost case held that where 
Congress had considered legislation which 
would clearly overrule an existing regula 
tion, and then proceeded to rewrite the law 
without including the overriding legislation, 
it must be presumed that Congress had 
affirmed the administrator’s disputed regu- 
lation. It has been suggested to me that 
the doctrine of the Provost case is inappli 
cable insofar as the definite formula concept 
is concerned for the reason that, in restor 
ing the provisions of Section 165(a) of the 
1939 Code in Section 401(a) of the new 
Code, the Senate merely was writing stop 
gap legislation pending further study of 
revised qualification requirements. There- 
fore, by its action, the Senate was neither 
affirming nor denying the validity of the 
definite formula concept. Without disput 
ing that the latter may be the real truth 
of the matter, it would be more comforting 
if the Senate had specifically mentioned 
why it was dropping that portion of Sec- 
tion 501l(e) of H. R. 8300 which would 
have laid the definite formula concept to 
rest forevet Moreover, can it not be said 
that the Senate, had it seen fit to do so, 
could have easily affirmed the death sen- 
tence on the definite formula requirement 
while otherwise writing the 1939 Code re- 
quirements for qualification in Section 401 (a) ? 
Further, it is understood that following 
Senate action on the new bill, the confer 
ence committee was urged to restore the 
House provision regarding the definite for- 
mula. In choosing not to heed such urg- 
ings, was the conference committee not 
affirming the requirement of a definite for- 
mula in profit-sharing plans? At the very 
least, it can be said that the Commissioner’s 
position with respect to the definite formula 
can only have been helped by the legislative 
history of the new Code. 


See Sec. 501(e)(4) of H. R. 8300 


t 
* Provost v. U. 8., 1 uste 7 153, 269 U. S. 443 
See, also, Swigart 1 Baker, 229 VU. S. 187 


Komada wv. ! , 25 7 S. 392; U. 8. v. Her 
manos, 209 U. S. 337; L v Falk, 204 U 8S. 143 
Commissioner v. Pittsburgh & West Virginia 
Railroad Company, 49-1 ustc © 9163, 172 F. (2d) 
1010 (CA-3), cert. den., 337 U. S. 939; Lykes wv. 
U, 8., 52-1 ustre { 9259, 343 U. S. 118, and cases 
cited therein; Schweizer v. Mager, 297 F. 334 
(DC Ill.); and Weiner v. Weiss, 27 F. (2d) 200 
(CCA-6) 
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Finally, imtegration 


edly will be 


undoubt 
light of the 


requirements 


changed in social 


security amendments of 1954. Again, the 
question of the application of the doctrine 
of the Provost case arises. To date, no court 
test of the integration requirements of Mim 
5539, 1943 CB 579, and Mim. 6641, 1951-1 
CB 41, has taken place, although the lan 
guage of both Sections 165(a)(5) of the 
old Code and 401(a)(5) of the new Code 
could be said to expressly negative any 
integration requirement.’ Under the original 
language of H. R. 8300, the House would 
have seriously weakened the case for re 
quiring integration of plan benefits witl 


social security benefits. Instead, when the 


new Code was finally passed by both legis- 


lative bodies, the original House provisions 


whi h 


would have weakened the case for 
an integration requirement were omitted 
While purporting to make no change in 


initial qualification requirements, the new 
Code has added some requirements for con 
tinued qualification of pension and profit 
sharing trusts. Briefly stated, qualified trusts, 
along with other exempt organizations, have 
been made subject to the provisions of Sec 
tion 3813 and Supplement U of the 1939 
Code. The application of Section 3813 of 
the 1939 Code to qualified trusts produces 
some rather Under prior 
law, a qualified trust could invest in com 


strange results 


mon stock of the employer sO long as sucl 


investment could be shown to be for the 
exclusive benefit of the employees. Since 
none of the prohibited transactions’ out- 
lined in Section 503(c) of the new Code 


appears to preclude investment in common 
stock of the employer, such investments will 
subject to the old the 
which is for exclusive 


continue test 1s 


investment one the 


7 (5) A classification shall not be considered 


discriminatory within the meaning of para 
graph (3)(B) or (4) merely because it excludes 
employees the whole of whose remuneration 
constitutes ‘wages’ under section 3121(a)(1) 
(relating to the Federal Insurance Contributions 
Act) or merely because it is limited to salaried 
or clerical employees. Neither shall a plan be 
considered discriminatory within the meaning 
of such provisions merely because the contri- 
butions or benefits of or on behalf of the 
employees under the plan bear a uniform rela- 
tionship to the total compensation, or the basic 
or regular rate of compensation, of such em 
ployees, or merely because the contributions or 
benefits based on that part of an employee's 
remuneration which is excluded from ‘wages’ 
by section 3121(a)(1) differ from the contribu 
tions or benefits based on employees’ remunera 
tion not so excluded, or differ because of any 
retirement benefits created under State or Fed 
eral law."' (Sec. 401(a)(5), Internal Revenue 
Code of 1954.) 

* ‘(cy Prohibited Transactions 


For purposes 
of this section 


the term ‘prohibited transaction’ 
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While purporting to make no change 
in initial qualification requirements, 
the new Code has added some 
requirements for continued 
qualification of pension and profit- 
sharing trusts. 


benefit of employees? 
under Section 
a qualified 
secured 


On the 
503(c)(1), it 
trust 
debenture 
despite the 


other 
appears 


hand, 
that 
invest in an un 

issued by the employer 
fact that the debenture may 
put the trust in a much better position than 
a share of common stock of the same em- 
ployer would. The debenture 
preclude the payment of 


cannot 


might 
dividends on 


issue 


any 


common stock so long as interest on the 
debenture and sinking fund requirements 
were not met. In the event of financial 


failure, debenture holders would occupy the 
status of creditors, whereas common stock- 
holders would something on their 
investment only if all creditors were paid. 
This somewhat 


realize 


incongruous result comes 
about because of the attempt to apply legis 
lation which was originally aimed at trusts 
and foundations established by individuals 
to other trusts which, in most cases, are 
established by corporations. Whether or 
not the incongruous result just described 
will materialize depends, in the main, on the 
construction which the Commissioner will 
place on the phrase “adequate security.” If 
that phrase is interpreted in the generally 
accepted sense (that is, recourse to some 
specific chattel or property to satisfy the 
debt), then the incongruous result will ma- 
terialize. On the other hand, if the regula 


means any transaction in which an organization 
subject to the provisions of this section 

““(1) lends any part of its income or corpus, 
without the receipt of adequate security and a 
reasonable rate of interest, to; 

**(2) pays any compensation in excess of a 
reasonable allowance for salaries or other com- 
pensation for personal services actually ren 
dered, to; 

**(3) makes any part of its services available 
on a preferential basis to; 

**(4) makes any substantial purchase of secu- 
rities or any other property, for more than 
adequate consideration in money or money's 
worth, from; 

**(5) sells any substantial part of its securities 
or other property, for less than an adequate 
consideration in money or money's worth, to; or 

(6) engages in any other transaction which 
results in a substantial diversion of its income 
or corpus to; 


the creator of such organization (if a trust) 


(Sec. 503(c), Internal Revenue Code 


of 1954 ) 
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tions construe adequate security in a broad 
sense, then an investment in a debenture 
which takes complete precedence over com 
mon stock may not be a prohibited transaction. 

The best that can be said for the application 
of Sections 511-514 of the new Code to quali- 
fied trusts is that it is preferable to some of the 
investment restrictions originally contained in 
Section 505 of H. R. 8300. Those restrictions 
would have constituted an unnecessary duplica- 
tion ‘of functions which have traditionally been 
performed by state legislatures and courts. It 
that 511-514 of the new 
Code may preclude the acquisition of the 
employer’s business by a qualified trust for 
the purpose of conducting the employer’s 
business.” Likewise, the use of the device 
of sale, lease-back or straight 


appears »ections 


lease trans 
actions between employer and trust will be 
prevented if the trust has to borrow funds 
to acquire title to the leased premises. In 


a sense, these requirements constitute a 
duplication of what most courts, acting 
under general trust principles and unde: 


a broad investment statute, would hold to 
be an undesirable, if not prohibited, form of 
investment.” However, in those situations 
where an unrelated business activity by the 
trust probably would ultimately prove to be 
bad for the trust, the application of Sections 


511-514 to qualified trusts at least will have 


the virtue of locking the 


barn before the 


horse is stolen 


lurning to employer deductions, we find 


that the new Code makes relatively few 
significant changes. The limits as to amounts 
which may be deducted in any taxable 


year and the carry-over provisions remain 
the same. Members of the accounting pro 
fession will welcome the provision of the 


new Code which permits accrual-basis tax 


payers to compute and make their con 
tributions for the year of accrual at any 
time up to the time of filing of the tax 


payer's return, including any extensions 


thereof. Those employers who, for a host 
of valid reasons, have chosen to conduct a 
single over-all business in a multicorporate 
form will be pleased with the provisions of 
Section 404(a)(3)(B) of the new Code 
Some potential undesirable personnel repet 
cussions, as well as some fancy bookkeeping, 
will be this Two 
points to be emphasized in connection with 
Section 404(a)(3)(B) are that, because of 


avoided by provision. 


*See R. J. Frankenstein, Jr., ‘‘Annuities 
Profit Sharing and Pension Plans in Estate 
Planning,’’ 30 TAXES 982 (December, 1952) 

” Ordinarily, while an investment in a mort 
gage secured by real estate is considered a 
suitable trust investment, an outright purchas« 


Pension and Profit-Sharing Trusts 


the definite formula 


concept, an amend- 
ment of most plans is necessary before this 
section can be availed of by an affiliated 
group and that any employer’s contribu- 
tions, whether for its own employees or as 
a “make-up” contribution for a loss mem- 
ber of the group, must come out of current 


or accumulated earnings 

One portion of Section 404 of the new 
Code deserving of strong criticism is Sec 
tion 404(c). 
that that is obviously a piece of 
special-interest legislation on behalf of mem- 
bers of the coal industry. 
cifically 


The criticism is not so much 


section 


Rather, by spe- 
deduction only for 
under certain 
plans established 


as a result of an agreement reached while 


allowing a 
contributions made 
negotiated pension plans 


pension 


the United States Government was operat 
ing an industry under seizure powers 

courts may be forced, by principles of statu 
tory construction,” to hold that the new 
Code has closed the door on deduction of 


pension contributions to other welfare funds 


Except for deductions of contributions under 
“certain negotiated plans,” the introductory 
language of 404 of the new Code 
clearly precludes any deduction under Sec 
tion 162 of the new Code, and the balance 
of Section 404 permits a deduction only in 
the case of a qualified plan or a nonqualified 
plan where employees’ rights to the con 
tribution for 


section 


pension benefits are 


forfeitable when paid. 


non- 
Yet, in a majority of 
situations where an employer is contributing 
to a union welfare fund which provides 
pension benefits, among other things, agree- 
ment to contribute to the welfare fund was 
an equally “ordinary and necessary” con- 
cession on the part of that employer as it 
was on the part of the government 
it was operating the 


W hen 


coal industry. 


It is in the area of taxability of benefits 
under qualified trusts and plans that the 
most significant changes have been made 
by the 1954 Code. 
consist of the extension of the capital gains 
treatment 


Briefly, those changes 


of certain benefits, a change in 
the method of taxation of annuities, a clari- 
fication of the status of death benefits pay 
able by a qualified trust and the exclusion 
from the taxable estate, with certain excep 
tions, of the death benefit 
payments to be made pursuant to a quali 
fied plan or trust 


value of any 


of real estate is not See Bogert on 
and Trustees, Vol. 3, Pt. 2, Sec. 678. 

" The doctrine of inclusio unius est exclusio 
alterius (the inclusion of one thing is the ex 
clusion of another) would appear to be applica 
ble to Sec. 404(c) of the 1954 Code 


Trusts 
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Lump-sum distributions from a qualified 
trust to the beneficiary of a deceased em 
ployee are now taxable as long-term capital 
gains. whether made because of the death 
of the employee while actively employed or 
because of his death following separation 
from employment. Capital gains treatment 
imilar to that accorded to distributions 
from qualified trusts is also now extended 
to distributions under a qualified nontrusteed 
annuity plan. H. R. 8300 as introduced in 
the House also would have extended capital 
gains treatment to lump-sum distributions 
made upon the termination of a qualified 
trust because of the liquidation of the em 
ployer’s business. However, under the 1954 
, 
I 


( e as finally adopted, such treatment 1s 


ven only in cases of termination of a plan 
prior to the date of enactment of the new 
Code and where the lump-sum distribution 
is made during the calendar year 1954 In 
discussing this provision of the new Code, 
the Senate Finance Committee report states 
that “The purpose of granting capital gains 
treatment to such distributions is to avoid 
hardship in the case of certain plans whicl 
it is understood, were terminated on the 
basis of mistaken assumptions regarding 
the application of present law Again, be 
cause ol specif legislation restricted to a 
relatively few situations, Congress has served 
to add to confusion which previously existed 
rather than to clarify any of that confusion 
Employers which are being liquidated and 
whose plans will be terminated because of 
such liquidation must now caretully tailor 
their facts to fit the Miller case” rathe 
than the Glinske case 

Sections 402 and 403 of the new Code 
provide that distributions from a qualified 
trust or under a qualified nontrusteed an 
nuity plan are taxable under Section 72 
It will be interesting to see whether the 
Commissioner's regulations under Section 72 
succes? d in answering some vexing questions 
which Section 72 poses when applied to 
distributions under qualified plans and trusts 
For instance, many profit-sharing plans pro- 
vide for distribution of a participant's benefits 
under the plan in a series of installments 
following termination of his employment 
he undistributed portion of a participant’s 
benefits continues to share in earnings of 
the trust fund and remains subject to 
appreciation or depreciation in the value of 
the trust fund which may occur from time 
to time. Since life expectancy has no bear 
ing on the distributions being made under 


Mary Miller, CCH Dec. 20,334, 22 TC —. 
No. 41 


such facts, the “expected return” in the case 
of such installment distributions is the 
‘aggregate of the amounts recetvable under 
the contract as an annuity.” (Italics sup 
plied.) What is the “expected return” in 
the profit-sharing plan distribution just de 


scribed? Is it the value of the employee's 
interest in the trust fund on the date his 
employment is terminated? If so, what 


should be done with the employee's exclu- 
sion ratio if, subsequent to termination of 
employment and while installment distribu- 
tions are being made, the value of the trust 
fund goes down? Another question which 
the regulations undoubtedly will answer is 
whether or not the cost of term life insur 
ance protection which is includable in a 
participant’s income from year to year will 
be treated as consideration paid by him for 
purposes of Section 72(f)(1). It is reason 
ably certain that such amounts will not 
be treated as consideration paid by the em 
ployee, although nothing in the language of 
Section 72(f)(1) would preclude treating 
them as such. An examination of legislative 
history discloses that one of the original 
provisions of the new Code which was not 
finally enacted would have excluded the 
cost of term insurance from a participant’s 
current income. Section 72(f)(1) of the 
new Code then would have dovetailed with 
the current tax treatment of such amounts. 
It is probable that in the rush of writing 
back into the new Code substantially all of 
the provisions of the old Code any mention 
of the applicability of Section 72(f)(1) to 
the cost of current term insurance protection 
was omitted through an oversight. 

Section 101(b) incorporates into law the 
position which the Commissioner had taken 
in his regulations under the old Code with 
respect to the exclusion of certain death 
benefits payable by an employer to the 
beneficiary of a deceased employee. The 
$5,000 employer-provided death benefit ex 
clusion now specifically includes payments 
from a qualified trust or under a qualified 
plan if made within a single taxable year 
of the beneficiary. However, tf the death 
benefit is payable over a period of more than 
one taxable year of the beneficiary, then only 
the portion of the total benefit which was 
forfeitable by the employee on the date of 
his death will qualify for the exclusion. It 
should also be stressed that the $5,000 limit 
applies to all employer-provided death 
benefits in the case of any individual. Thus, 


it is no longer possible, as it was under the 


" Glinske, CCH Dec. 18,551, 17 TC 562. 
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1939 Code, for the beneficiary of a deceased 


employee to receive $5,000 of exempt deat! 
benefits from 


Any 


income under t 


each of several employers. 
amount excludable from a beneficiary's 
he provisions of Section 101(b) 
Code is treated as consideration 
paid for an 


taxing the 


oI the new 


annuity by the employee in 


beneficiary 


s10nNs 


under the prov 
of Section 72 of the new Code 


One of the least discussed but, perhaps, 


changes in the 
exclusion of the 


one ot the most 
ne Code is the 


Significant 


value of 


benefits under a qualified plan, with the 
exceptions n ited below, from a deceased 
employee’s estate for federal estate tax 


purposes under Section 2039(c) of the new 


Code. Under the old Code and the regula 


tions thereunder, the full value of a deceased 
employee's benefits was includable in his 
estate for federal estate tax purposes, and 
the full value (unreduced by any credit for 
estate tax payable) also was includable in 
the beneficiary’s income In many cases, 
the two taxes might substantially eat up 
all of the benefits. The Commissioner had 
ruled that Section 126 of the 1939 Code 


did not apply to distributions from a quali 
fied trust or under a qualified 


plan In 
order to inequity, 


remove this ( ongress 


concluded to tax all benefits under qualified 
income to the 
they would 
the employee had he 


the value of 


plans as beneficiary, the 


Same as taxed to 
lived, and to exclude 


benefits 


have been 


such from the em 
lwo points of significance 
in connection with Section 2039(c) are that 
this section does not exclude from the de 
ceased employee's estate the value of his 
death benefits attributable to his own con 
tributions and that the 


’ ’ 
pioyees ¢€ state 


exclusion does not 


apply to amounts payable to his executor 
In light of 


tion 


the change effected by 
2039(c), it would 


»ec- 
been desirable 


gilt tax 


hav e 


and consistent for the portions of 


the 1954 Code to have provided a similar 
exclusion from 
transiers ot 


gift tax liability of any 
his interest made by an em- 
Such an exclusion from gift taxes 
would have 


ployee 


been consistent with the theory 
that the gift tax is designed to substan- 
tially replace the estate tax which would 


be payable on the 
subject of the gift would have 
in the donor’s estate had the 
gift not been made. 
Code 


changes in the tax 


prope rty 
and 


which is_ the 
W hic h 


been included 


The new contains no significant 


treatment of contribu 
tions and benefits under nonqualified trusts 


and plans. Employer contributions to such 
] 2 


trusts and under such plans continue to 
be deductible only in the taxable year when 
paid, and then only to the extent that an 


employee’s interest in such contributions 


is nonforfeitable at the time the 


contribu 
Conversely, if the em 
ployer’s contributions are deductible when 
made, 


tions are made 


they are includable in the employee's 
Cod 
deductibility of employer 
and taxability of such 
tributions to an employee where the con 
tributions are forfeitable by the employee at 
the time made but 
able rhe on the subject under 
the old Code held that the employee was 
taxable on the 


income Che new gives no answer to 
the question of 


contributions con 


later become nonforfeit 
only case 


contributions had 


which 
became nonforfeitable.”* 
deal with the question 
of whether or not the employer was allowed 
a deduction in the 


which 
been made in the year in 
thereto 
That case did not 


previously 
his rights 


same year in which 
the employee had to pick up the employer's 
contributions as Under the Com 
regulations, the em- 
ployer would be denied a deduction for any 
taxable 

qualified 
made.” 


income. 


mussione r’s previous 


year if a contribution under a non- 
plan was forfeitable at the time 


[The End] 


“The logic of a decision must not stand paralyzed in the presence of mistake, 


and if we know what everybody knows, 


then we have knowledge that the waters of the 


river must reach the sea; that a bird at sometimes must fold its wings; 


that a journey must come to 


an end; and, it is impossible to fincl in the 


jurisprudence a judge free of mistake.’'—Llee v. Jones, 224 La. 231, 


69 So. (2d) 26 (1953). 


‘ Morse v 
F. (2d) 69 
TC 1244 


Commissioner, 53-1 ust 
(CA-2), aff'g CCH Dec 


{ 9202, 202 
18,759, 17 


Pension and Profit-Sharing Trusts 


If an amount is paid during the taxable 
vear but the rights of the employee therein are 
forfeitable at the time the amount is paid, no 
deduction is allowable for such amount for any 
taxable year."’ Regs. 118, Sec. 39.23(p)-11 
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The Authors Propose a Plan for a 
Co-ordinated Attack 


on Jurisdictional Unneutrality 


State Multiple Taxation 


This article grew out of a doctoral 
dissertation by Professor Fisher, 
who is now at North Dakota 


Agricultural College. His coauthor 


is professor of economics at 
the University of Wisconsin. 


who believe in the 


importance 


Sen ISE 


of state and local government must be 


solicitous for the record ot these 


Kovern 


ments in solving human problems. Those 


who believe that the net income tax has a 


place in state and local finance must be 


solicitous for the record of income tax states 
in developing and applying 


jurisdictional 


tecl niques to 
minimize conflict and irra 
tionality. Especially in the 
taxation, little 


direction 


held of personal 


imcorme 


progress has been 


made in this 


This has been 


due as much to 


how to 
mertia. It 
authors that 
in this area aiming at 
could edge the 
Start a 


uncertainty of 
proceed as to indifference and 
is the 


view of the research 


model 
dead 


an acceptable 


plan problem from 


center and cumulative movement 


ot constructive article 


dedicated 


achievement Chis 


is based on such research and 


to such 


hope 


(ur aim, ot 


course, is to eliminate wu 


neutrality between the cosmopolitan tax 


than 
taxpayer. 
an equal tax 
impartiality of 
neutral 
taxation exists when 
to the tax 
state and income subject to the 


payer (claimed as to taxation in mors 
one state) and the 
Neutrality 
bill, but it 


treatment 


provincial 
may not call for 
does call tor 
Jurisdictional state in 


come income subject 


jurisdiction of more than one 
jurisdiction 
impartially. 


of only one state are treated 
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Sources of Jurisdictional Unneutrality 


Most jurisdictional 
trac ed to 


unneutrality may be 


tour specin¢ Sol 


Differing theories of tax jurisdiction. 


Some states mmpose income taxes upon all 


residents regardless of the source of the 


income, while others impose the tax 
within the 


residence of the 


upon 
all income 


less of the 


arising state regard 


recipient. A 
larger group of states, however, tax some 
or all types of income on both bases, making 
provision for which 
usually only partly eliminates jurisdictional 


unneutrality. 


some type of credit 


Analysis indicates that both 


the theory 
that the income tax is a personal tax levied 
that the 


process oft! 


against residents and the theor 


income tax is a tax upon the 


income creation are incomplete Unneu 


trality results because 


legislatures levy the 


same within 


amount of tax against income 
jurisdiction 
they do 


jurisdiction according to 


the state’s according to one 


theory as 


against income within 
the state’s 
theories \ theory of tax 
diction would consider the income tax as a 


dual tax 


both 


sounder juris 


One tax is a personal tax, levied 


against residents, and the other is a tax 
upon the process of income creation, levied 
by the which the 


source 


State in income has its 
The acceptance ol! this theory of tax 
jurisdiction by tax theorists and legislatures 
would that individuals 
a state but receiving all income 


outside the 


mean within 


living 
trom 
sources and individuals 
receiving income from within the state but 


living outside, would pay one halt 


State, 


as much 
income tax to the state as would be paid 
by an individual having both his residence 
and his income source within the stat: In 
addition to 


promoting jurisdictional neu 


TAXES —The Tax Magazine 





of Personal 


Income Re-examined 


trality, the adoption of statutes based upon 


this theory would simplify the law by elimi 


nating the need for the present complicated 
credit provisions 


Differing definitions of residence.—Almost 
all states define 
purposes, to 
ciled in the state 
include other 
within the 


residents, for income tax 
individuals 
In addition, most 


individuals, 


include all domi 


States 


such as_ thos 


state for a specified length of 


time or maintaining a place of abode for 


a specified period of time As a result of 


the heterogeneous definitions in use, it 1s 


easily possible to be 


taxed as a resident 


of more than one state 


The use of domicile alone as a definition 


of tax residence is not satisfactory; a resi 
should 


relationship of an individual to’ his district 


than domicile, 


denc« 


based tax closer 


require a 
as interpreted by the courts 
from the common law, is likely 
The use of objective 


to indicate 
definitions, such as 
presence tor a length of 
difficulties and 
individuals having no 
that a 


California 


specified time, 
administrative 


may result in 


encounters 
some 


tax residence Analysis 


suggests 


definition similar 
would 


to that used by 
probably be the most satisfactory 
The California statute 


in the stat« 


defines a resident as 


anvone for other than a tempo 


rary or transitory purpose or anyone domi 


ciled in the 


state who is not in another 


state for other than a temporary or 


| transi 


tory purpose The California definition, 


unlike others in us¢e 
if the 
» whether or not an 


will be 


, is completely reversible. 
tacts aré¢ reversed, the deci 

individual 
’ 


ident 
sident 


reversed. 


Differing definitions of the source of in- 
come.—Rules for 
of income 


determining the 
vary according to the 


source 


Multiple Taxation of Personal Income 


By HAROLD M. GROVES 
and GLENN FISHER 


incom«¢ [The most serious 


problems ol 


conflicting definitions arise in the 


cast 
of income from intangibles and income from 
although there are 
with all types ol 


Analysis of the problem of deter 


interstate businesses, 
problems In connection 
income 

mining the income indicates that 
solution to many of thes« 
problems would not be difficult to obtain 
if a sincere and well-organized effort 
made this line. On the other 


there seems at present to be no 


source ot 
agreement on the 


were 
along hand, 
clear 
theoretical answer to some of the problems 
In such cases, it is necessary to make a 
more or 


little hope 
at hieved i! 


arbitrary decision. There is 


that 


these cases 


less 
decisions can be 
unified 
taxes ofr 


uniorm 


without a 


administration of state imcom«e 


the active efforts of an influential central 


co-ordinating agency 
Compartmentalization of 
fact that 


is divided 


income. Phe 


taxed by several 


seve ral 


income 
into 
computation of the tax 
neutral 


states 
parts before the 
result in un 


There are a number of 


may 
taxation 
factors which may this 


cause type of un 


neutrality. The fact that most income 


taxes 
are progressive may result in a taxpayer 
than the neutral tax; the fact 
possible for the taxpayer to 
than one 


to take the 


paying less 
that it is 
TEeCcCelve 


more personal exemption 


same deduction in more 
effect In 
deducted only 
to the extent that they offset income 
by the state, this 
individual paying than the 
tax. Although proposals can be 


to eliminate the 


than one state has a similar 


most states, losses can be 


taxable 
and may result in an 
more neutral 
advanced 
unneutrality caused by 


each factor, a simple over-all solution is 


to compute the tax as if all the 
were 


Income 
then 
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Means of Securing Uniformity 


isdictionally un 


neutral imcome only 


requires not 
the constructior of sound 


theory, the 


jurisdictional 
defini 
tions and the development of a method ot! 


formulation of uniform 


computation which 
due to c 


eliminates unneutralities 
mpartmentalization, but that law 


1 


and administrative practice be in con 


formity he two aspects of the 
closely rel: ‘ h S 


or one < ) | ] 


proble m1 
ccesstul solu 
roblem renders 


olution of t 


other part much easier 


the dual tax juris 
videly lead to 


yy a number of states of laws 


example theory ol 


n, if accepted, might 
itially uniform even in the 


mally organized cam- 


hand, 


Om nonut 


inneutrality such 
form definitions 
though agree 


on the 


question 
if a Satis 
factory plan of implementati is put int 


rat idoption of uniiorm prac 


vould eliminate jurisdictional 


in income taxation could be 
the result of 
It can be 


plausibility, 


State oO! 


argued, with con 
siderable that determining state 


tax jurisdiction 1s a prope! 


{ function ot the 


federal government In fact, the 


Supreme 
Court has long recognized that the United 
States Cor 


titution established certain limits 


on a state’s right to assert jurisdiction. The 
Court, however, has not been willing (ex 
cept perhaps for one brief 
that all jurisdictional 


unconstitutional 


A number of 


decisions could be 


period) to hold 


double taxation is 


methods other than 
by the federa 
jurisdictional neu 


court 
used 
government to 


trality Phe 


promote 
ranting of conditional credits 
oT grants-in-aid might be used to apply 
upon states to adopt jurisdictional 
rules in accord with a federally 
standard \ these 
methods is that pressure would not be con 
fined to the 


pressuré 


formulated 
principal objection to 
intended object but might also 


lorce Stat to change the mak« up ol! their 


tax systems 


Another method which might be 
the tederal government to promot: 


used by 
jurisdic 
would involve the us« 


tional neutrality 


federally administered tax supplements 
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this plan, the states would determine 


income tax rates and exemptions but would 


| 
surrender to the federal government the 


tax collection function The federal govern 


ment would determin 


income to be used and would determine al 


the definition of 
| 


jurisdictional questions. Stat 


participation 


would be voluntary, but it 


mild 
One form of pressure might be 


to deny tax y itl oO 


might be desir 


able to apply pressure to torce State 


acceptancs 
deduct 
State income their 

which the 


paid is not a cooperating state 


taxes on income 


returns if the state in taxes 


were 


Supplements of this type have 


been littl 


used in this 


1 
nave been 


ofter 


country and 


dismissed by writers on problems of tax 


co-ordination as involving undue 
with states’ rights 
that the 


ftunctions 


ence 
interilerence 
whicl cannot 
determination of individual 


dictional neutrality and a reasonable de; 


ree 
interstate tax co-ordination is 
little 
most 


to be achieved 


There is interference with the fun 
tions 
such 


determine 


Althon 


o elimu 


essential e sovereignty, 


and to 


taxes 


not be 


ber of 
result b 


achieve¢ 
drafted 


were 
laws. Sucl 
reciproe al nonrecip! al i ovement 


for uniform laws is to 


would 
probably have to be some 


central agen such ional Con 
ference of Commissioners on Unitorm State 


Laws Vhe 


method is 


disadvantage this 


small deviations 


biggest 
that 
law, 


trom the 


unitorm either at the 


time ot 


enat 


] 


ment or in judicial 


administrative and 


interpretation, might become cumulative 


| . : | 1 Vie i 
alSO, reciprocal provisions and ¢ f ] provi 


sions, iW us might become extremely 


complicated, especially when 
nection with the laws of 


not accepted the uniform 


A Proposal 


attack on jurisdi 
a one-tront Wc 


means Ol secur uniormity 


been discussed and 
be useful in given situ: 


there need for a 
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attack. The following proposal is a 


attack 


plan 


for such a co-ordinated 


Che most essential part of the plan is a 


series ot interstate 


whicl 
broad general terms to 


compacts in 
the states agree in 


levy state income taxes only in accord 


with cer 


tain standard designed 


prac tices 
to eliminate jurisdictional 


order to insure 


unneutrality. In 
uniformity in the 
and to 


promotion, the 


compacts 


themselves secure the mecessary 
compacts would be 


and promoted by a 


written 


central agency repre 
Because of the 
unique position occupied by the Council 
of State Governments, it would seem to be 
the ideal undertake this 
The administering 
formulating the Interstate 


for the Parolees and 


sentative of the states 


organization to 


task methods used in 


and Compact 


Pr ( »yba 


ve as a general pattern 


Supervision of 
tioners might well set 


for use here. 


Chere are four major parts to the agree 


make A] 
pat ts could be 


will be 


ment hich the 
though 


il one ¢ 


states would 


these tour included 


that 
ompacts are formulated Phe 
| 


would provide 


ompact, it 


1our separate ¢ 


assumed 


lour compacts 


Compact 1.—Incom: levied 


only 


taxes will be 


according to the dual tax theory. I 


other words, the 


would agree to 


states 


| 


levy a residence-based ta» a situs-based 


and 
tax at equal rates 


Compact 2. 


in broad general 


This compact would include 
terms, the definitions ot 
which the 
individual 
Although the use of 


allow 


situs o1 


source and of residence 


states agree to use in theu 
income tax 
broad might 


tralitv to continue, the 


statutes 


language some unneu 


state compact is too 
rigid an instrument to be used to 


detailed definitions and rules 


prescribe 


Compact 3.—This compact would provid 


or the proration ot the 


I situs-based tax 
upon the basis of the pe 


having its source in the 


rcentage oO! income 
State Phe 
vurse, is to 


purpose 
of this, of ¢ 


tralities compartmentalization of 
income It might be 


eliminate unneu 


due to 


well to allow a state 


to accept this compact only if Compact | 


is also accepted. This is because the 


com 


partmentalization of income 


usually lowers 


should 
dual 


the tax due a state continue t 


tax on the is of the jurisdiction 
‘A state can protect its taxpayers from juris- 
dictional overtaxation but only at a considerable 
expense in revenue and by opening up oppor- 
tunities for serious jurisdictional undertaxation 
of some individuals 
7A number of 
co-ordination have 


writers in the fleld of tax 
expressed the opinion that 


Multiple Taxation of Personal Income 


theory and also adopt the method of com 


putation provided in this compact, unneu- 
tral overtaxation would, in 


most instances, 


be increased 


Compact 4.—This compact would provide 
for arbitration of disputes 


terms of Compacts 1, 2 and 3 


arising ove! 
\ permanent 
arbitration could be 


vision could be made for 


board created or pro 


arbitration 
This compact is not essential for the success 


ad ho 


of the plan since, in the absence of arbitra 
tion, the federal 
declare invalid any 
flicts with the 
arbitration 
providing 


courts are available to 


state statute which con 
terms of the compact Vhe 
method offers the advantage ot 
a cheaper, more informal method 
of settling disputes, and minimizes the role 
which the 


the enforcement ot 


federal courts would play in 


state tax laws 


Securing the adoption of these compacts 


by a number oO! 


substantial 
undoubtedly require 


nm the part ot! tl i 


states would 


several vears ot eftort 
Council of State Govern 


ments and other interested 


organizations 
There is no reason to 


that it 


be lie ve, howe ver, 


is impossible. On numerous occa 


them 


1] 
wl 


sions state legislatures have shown 


selves interested in_ eliminating 


jurisdictional 
almost 


dou 


taxation of the type Lhe 


adoption by every state oO! some 


type of income tax credit indicates the 


interest of state lawmakers in the problem 
Che failure 


to eliminate unneutral taxation 


does not lack of 


aris¢ 
lack ot 


from interest but 
proper co-ordination \t 
there is no way in which a 


Irom 


present, State 


can, by its own eliminate 


unneutrality” It is 


action, jurisdic 


tional that the 


true 


compact method is not from the 


simple 


procedural standpoint, but it 


does have a 


important advantages.’ 
method, unlike 
credit prevents an 
accumulation of small changes from robbing 
the plan of much of its effect. Under this 


plan, the state a compact in its 


number of 
ot this 


The uss 


uniform Statutes o1 


reciprocal provisions, 


must accept 


entirety or not at all Since interstate 


compacts are superior to state statute 


subsequent acts of the legislature are pr 
vented 


inadvertently o1 
operation of the 


1rom ( hanging, 
otherwise, the 


plan 


uniform 


The technical procedure connected with 


the use of compacts is certainly not a1 
compacts are of little value in this fleld. Re- 
cent developments and recent research indicate 
that the possibility of using compacts has been 
dismissed too lightly. Fredrick L. Zimmerman 
and Mitchell Wendell, The Interstate Compact 
Since 1925 (The Council of State Governments 
Chicago, 1951) 





At present, there is no way in which a 
state can, by its own action, 
eliminate jurisdictional unneutrality. 


insuperable obstacle. If states can use 


provide for the 
of parolees and probationers by other states 


compacts to supervision 
and to operate regional educational plans, 
it would seem that they might use them to 
combat unneutrality. If na 
laws, 


jurisdictional 
with different lan 


commercial 


diverse tax 
diffe rent 


income tax 


tions 


guages and 


customs 


can make 


treaties, surely the 


State can do as well 


In order to States trom 
to enter a contract which cannot be termi 


nated and to 


protect having 


allow abandonment of the 


entire plan if it ever becomes unworkabl 


or unnecessary, the compacts contain a 


provision that a state may 


withdraw from 
the compact by means of an act of the 
Chis should 
written that partial withdrawal o1 
tion of the 


state 


legislature be so 


provision 
modifica 
compact 


provisions by a single 


would be 


Another 


plan lor 


impossible 


important part ot the proposed 


state action against jurisdictional 
authoriza 
this 
problems of income 


( ould be 


tiation among the tax 


unneutrality calls for legislative 


m of administrative agreements in 


There are many 
ax jurisdiction which solved by 
administrators 
the various states: after the 
there will 


continue to be 


compacts 


are adopted, remain many details 


which vill suitable for 


settlement in this tashion since 


adminis 


trative agreements are generally inferior t 


ate statutes, state legislatures could quite 


safely all rather 


yww tax officials 


broad au 


thoritv to me 


gotiate such agreements. The 
f administrative 
flexibility 


details rather than 


simplicity agreements and 


their greater lend them use in 


settlis general principles 


plan has the advantage of being 


flexible and at the same time pro 


stability in the area stability 


vhere 


If some states, for constitutional 


asons, could not or would not 


ympact but wished to cor perat 
embodying the 
they could 
ass a law whicl accepted only part of the 
Although every 


made to get the 


a Statute 
ot the compact or 
substance of the compact 
should State to 


compact, there are advantages 


this possibility open 


change in present law and adminis 


ocedure required by the adoption 


January, 


1955 °@ 


of these compacts would vary considerably 
from state to state. Since the majority 
of income tax states tax all the income 
of residents and all the income of non- 
residents arising from within the state, no 
additional information would be required 
Those which tax 
one jurisdictional basis 
number of tax 


by many states. states 
income upon only 
would find the 


increased 


returns 
For both the taxpayer and the tax ad 
ministrator, the elimination of the present 
extremely complicated network of credit 
and reciprocal provisions would be a wel 
come simplification. Rather than filing re- 
turns in which definitions of residence and 
the source of then at- 
provisions 
clauses and _ intricate 
taxpayer would 


income vary, and 


tempting to apply credit 
conditional 
limitational 
report his total situs-based incom 
state. A tentative computation 
made as if this income 
Then, using the definitions of 
situs contained in the compact, the 


tion ot the 


con- 
taining 
fractions, the 
to each 
would be 
were entirely within 
the state. 
propor 
income within the would 
be determined and multiplied by the tenta- 
Although pertect 
would not be 

this plan, the 
would 


State 
tive tax. uniiormity ol 
obtained 
substantial uniformity 
would be far 


definitions undet 


which 
result superior to the 


present diversity 


If each state accepting compact were 


to adjust tax rates so as to maintain the 
present level of revenue, the 
ous taxpayers would differ considerably 
The resident of Wisconsin receiving all his 


income 


efiect on vari 


trom sources within the st: 
probably 
because 
other nonincome tax states would be lable 
for the 
New 
have his tax 
be liable only for the situs-based tax, 
rather than for the full New York tax as 
at present. The revenue loss to New York 
vould probably require a somewhat higher 
New York taxpayers 

{ j 


residence-based tax and the 


would 
re duc r d 


somewhat 


find his tax 
nonresidents 


living in Illinois o1 
situs-based tax Che resident o 


working in New York 


greatly reduced since he 


would 


Jerse) 


would 


tax upon 
both the 


bas« d tax 


liable to 
situs 


upon their entire income 


Conclusion 


Renewed effort t nin conflict of 
he improved equity 
But beyond this lies 
and proper that if 


the states do not put their own house in 


tax laws is justihed by 
it promises taxpayers 
the constant reminder 


will do it 


[The End] 


order, somebody else eventually 


for them 
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Save Reading Time for This Bit of 
Tax Humor Until You 


Have a Moment of Relaxation 


A Hundred Years of Income Taxation 
By WALTER J. BLUM and JAMES P. JOHNSON 


This is a dedication address, 
unusual in that footnotes 

were delivered antiphonally, along 
with the address, by a 

picked chorus of revenue agents. 


AT this significant dedication in this year 
£3 of 2013 it seems particularly appropriate 
to review the history of some of the more 
obscure provisions char 
Internal Revenue 
know, 


and outstanding 
acteristics of our modern 
Code 


nrst 


which, as you represents the 
complete 


1954." 


revision of the tax laws 


since 


To begin at the beginning, some reference 
must be made the constitutional back- 
Code q he pre sent constitu 
tional basis of income 


ground of the 
taxation is of course 
112(b)(7) of the new Constitution 
, which replaced the Sixteenth Amend- 
ment of the outmoded Constitution of 1787. 
\ dee ade before the 


Constitution, the 


Section 


of 1987 


adoption of the new 
Amend 


had 


Corrine Griffith 
of the old Ce 


mstitutior 


been 


enacted, providing for the 


repeal of the 
According to its 


Sixteenth 


Amendment 


drafted by 


e Wavs and Means Committee, it was not 


is, which were veterans of 


+} 


nto effect ior one 


veal It turned 


hat this postponement was extended 


year tor ten years As each annual 
ratification by 36 


often in 


onement required 


ta legislatures, ession, 


Finally, 


special 


the nation had time for little els« 


During the last 
ministration 


previous Republican Ad- 


Income Taxation 


through sheer exhaustion, the amendment 
went into effect, result, it was 
constitutional 
Constitution of 


The income tax 


and, as a 
necessary to call a 
convention, at 


found 
which the 
1987 was adopted clause 
controversy at the con- 
deadlock was not broken 
until our present clause was adopted as a 
compromise. As everybody knows, it pro- 
that there must be a spread of at 
least five points between each surtax bracket 
unless both houses of 


was the center of 
vention, and the 


vides 


Congress unanimously 
that the 
peace, and unless the 
eral Bureau of 


adopt a resolution 


country 1s at 
Director of the Fed- 
that 


internal 


Investigation certifies 


the country 1s secure trom its 


enemies 
Formal Characteristics 
Turning to some of the dominant 


acteristics of the 
hirst 


char- 
Code, we should 
linguistic style 
This had its origin in the Great Simplifica- 
tion of 1954 (earlier 
Expectation of 1954) 


modern 
consider its unusual 


known as the Great 


The manner of construction of a typical 
provision might be illustrated as follows: 


“Except as provided in the following 


XYZ shall apply in de 


termining what is a dog for the 


sentence, Section 


purpose of 
the preceding 
with 


section In the 
Se ction 


case of a 
XYZ shall 


But the preceding sentence shall 


creature feathers 


not apply 


not apply if the creature has four legs, 


However, the last sentence 


if the 


shall not apply 


creature is nevertheless not generally 


? See Surrey, ‘‘Refiections on the Internal Rev 


enue Code of 1954," 68 Harvard Law Review 7 
(1955) 


4] 





Walter J. Blum is professor of law 
at the University of Chicago 

Law School. James P. Johnson is a 
member of the Chicago law firm of 


Bell, Boyd, Marshall & Lloyd. 


known as a dog 


The 
nevertheless not apply if in spite of its gen 
reputation the 


roregoing shall 


eral 


dog 


creature 18 in tact a 


In similar terms, the initial section of our 


modern Code imposes the income tax in the 


following manner: 


‘The income of all citizens belongs to the 
However, the 


tence hall not 


Government preceding sen 


apply to so much of the 


ome of any taxpayer as is In excess oO! 


product of his net income 


multiplied 
However, the 


applicable tax rates 
sentence shall not 
o! his net 


would be 


gross income the 


apply to so 
than 
deducting from his 


mcome as 1S less 
determined by 
easonable 
However, the 
shall not 
much of his expenses which are not reason 


able ind 


the expenses of 


amount of his 


and necessary expenses pre- 
apply to so 


ceding sentence 


nece¢ 


ssary as are classified as 


farmers, including 


oyster 
larmers sy. 


If you don't 
the 1954 
follows 


belleve this, see Sec 
Code, the anatomy of 


302(c) of 
which is as 


(c) Conatructive Ownership of Stock 

(1) IN GENERAL Except as 
paragraph (2) of this subsection 
shall apply in determining the 
stock for purposes of this section. 

‘(2) FOR DETERMINING TERMINATION 
OF INTEREST 

(A) In the case of a 
in subsection (b)(3) 
not apply if 

(1) 

“(hh) 

(ill) 

(B) Subparagraph (A) of 
shall not apply if 

(i) 

(il) 

rhe preceding sentence shall not apply if the 
acquisition (or, in the case of clause (ii), the 
disposition) by the distributee did not have as 
one of its principal purposes the avoidance of 
Federal income tax."’ 

See also Sec. 651(a) 

In fairness to the draftsmen of the 1954 Cod« 
it should be pointed out that this overlaying of 
exception on exception presumably 
successive committee amendments 
quate time for redrafting, rather 
tention or lack of skill 

‘This marks the first reappearance of farmers 
in the regular Code since the adoption of the 
Farmers Internal Revenue Code in 1969. 


provided in 
section 318(a) 
ownership of 


distribution described 
section 318(a)(1) shall 


this paragraph 


arose from 
with inade- 
than from in- 


42 January, 


1955 °@ 


While an attempt has been made to keep 
the fact from the general public, it is well 
known to tax experts that 
are customarily 


provisions sucl 


as the foregoing 


kept on 
and analyzed by electronic 
computers. This not 


should be 


some 


pune h cards 


analogue being an 
admitted that 


dissatisfaction with 


election year, it 


there has been 


this manner of expression. Even a pos- 


sessor of a rigorously trained mind cannot 


follow through a procession of more than a 
few of these alternating pluses and minuses 


and emerge with the correct aloe brat sun 


and, after a dozen or so, he forgets whether 


he had a plus or a minus to begin with 


What, for instance, in the illustration, wer: 


you going to do with the first 


2 


dog in the 
place 

Another 
“deeming,” 
Code.” It has even older antecedents, as in 
the old English which stated that 
“whenever the word ‘cows’ occurs in this 


Act it shall be 


mules, asses, 


trait, that of 


1954 


common stylistic 


also can be traced to the 


statute 
construed to include horses, 


| 1 Ww 


many 


she ep and goats.” * 


ever, as 


was almost said 


so aptly 
years ago by the Dean of Deeming, “’ 


are seldom what they 


Things 
deem.” 


The Great 1954 also 
impetus to the use ofl 


formulas in 


Simplification of 
gave considerabl 
mathematical drawing distin 


had 


tions in the law Many tax 


experts 


The Farmers’ Code was adopted in recognition 
of the fact that almost every section of the regu 
lar law contained a special rule for farmers. In 
order to simplify the Code for other 
these provisions were removed and separately 
codified However, since it developed that 
farmers ignored their own Code to the same 
extent they had previously ignored the regular 
Code, the Farmers’ Code was abandoned in the 
2012 revision 

‘+See, for instance, Secs. 37(b) and 1233(e) 
(2)(C) of the 1954 Cole See also the statute 
referred to in Sonzinsky v. U. 8., 300 U. S. 506 
(1937). On the other hand, Sec. 214(c)(2) of 
the 1954 Code created ‘‘an unmarried individual 
who is legally separated from his spouse under 
a.decree of separate maintenance.”’ 

*See Dickerson, Legislative Drafting, 
also citing a series of bills which 
“September 16, 1940,’" as meaning 
1950,"" and a recent statute defining ‘‘supplies’’ 
as including buildings, ships and aircraft 
(Armed Services Procurement Act of 1947, Sec. 
9(b), 41 USC Sec. 158(b)). See also Humpty 
Dumpty who said, in a rather scornful tone 
‘*‘When I use a word, it means just what I choose 
it to mean—neither more nor less. The question 
is which is to be master—that’s all.’’ Carroll 
Through the Looking Glass, Ch. VI 

’ Little Buttercup 

‘*Things are seldom what they seem 

Skim milk masquerades as cream 

Highlows pass as patent leathers; 

Jackdaws strut in peacock feathers."' 
W. S. Gilbert, H. M. 8. Pinafore, Act I 


taxpayers 


p. 90 
defined 
‘June 27 
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been concerned over the uncertainty caused 
by the use in the statute of such terms of 


degree as 


“substantially,” “primarily,” “es- 
and the like. This led to attempts 
to state rules in which these terms of degree 
were replaced with 


sentially” 


mathematical 
had a snowball 
quantification sug- 
three other new ones. This 
process, unhappily, has not yet been checked 
At present, as we know, the provisions re- 


lating to 


precise 
quantities. The movement 
effect with 


gesting two or 


every new 


deduction of medical expenses 
several hundred quantifications in 
defining ill health We now take 
account of the pulse rate, the red and white 
blood 


tors; and a group of eminent psychiatrists 


contain 
alone 
counts and other physiological fac- 


is attempting to supply comparable quanti 


tative standards for mental health.® 


Perhaps, at this point, mention might be 
ice of the cross-reterenc¢ 
During the 
income tax, 


hard to 


problem and 


solution primitive 


years ol 
there were complaints that 


it was find one’s 


way around in 


the statute because of a sparse use of cross- 
reterences 


ized 


Gradually, their use was liberal 
It was not until the Great Simplification 
of 1954, that 
began to assume 


of the Code. By 


however, cross-reterences 


a large part of the content 
1964,° every other line o 


Statute ci 


I 
yntained a cross-re terence, and 


situation imposed intolerable 
the normal 


hardships 
reading and 
Relief was provided in that 
merciful 


processes oO! 
comprehension 
ear by a Congress in the form 
resolution that deleted all cross 
from the Code. Unfortunately, 
only a effect 
courts insisted upon reading the ex 
light of the older 


was set at rest 


[a joint 
7 rences 
is action had short-lived 
Ince the 
d law in the 

The problem 

by the 
Citator Act of 


applied the 


innovation of the 
1966." In 
prin iple of the 


System to the 


sO called 
this act 
Shepard Citator 


provisions of the 


effect, 


Internal 


Revenue Code. Instead of placing cross-ret 


erences in the text of the statute, a separate 


appendix, originally only four volumes in 


length, set out and line number for 


Code 


Ppagt 


every word in the 


and then im- 


mediately under it listed the page and line 


* When the medical-expense deduction was first 
adopted, it contained two independent overrid 
ing limitations, one a percentage and the other 
a dollar amount, both of which varied depend 
ing on the taxpayer's family situation As if 
this were not enough, the 1954 Code contained a 
third limitation, cutting across the others, on 
expenditures for drugs In a similar mannet 
the 1954 Code contained a double complicating 
limitation on charitable contributions 


Income Taxation 


numbers of all other words or phrases in 
the Code related to it. We are all familiar 


with how well this arrangement has worked. 


Another impressive characteristic of our 
contemporary Code is the widespread use 
which is made of 
There is hardly 
which 
two 


and elections 
a provision in the Code 
give the taxpayer at least 


opti ms 


does not 


possibilities Sociologists sometimes 
have attributed this aspect of the Code to 
the fact that Americans like to play games 
of chance and to gamble. Actually the 
explanation lies in the fact that Congress 
does not like to gamble but likes to play 
Whenever 


taxpayers will 


it safe there is an indication 
that object to a 
provision being put into the law, it is the 
wisdom to 
option or election 
that a way out has 
them, and it 
taxation 


seriously 


course of with an 


This gives taxpayers the 


surround it 


impression 
vided for 


been pro 
is always better to 


make seem to be more a 


voluntary 
and less a compulsory matter. Our modern 
that it has added 
dimension 


Code is notable in 


one 
to options and elec 
All taxpayers are allowed to decide 
for themselves whether they wish to be 
taxed under the Internal Revenue Code of 
1954 as amended or under the new Internal 
Revenue Code of 2012. This provision was 
stroke facilitated in 
specialization on the 


whole new 
tions 


a master because it 


creased part of 


tax men. Some are now experts on the 
old Code while others are experts on the 
new signs that a third group 
those who are expert in de 


termining whether to consult the 


There are 
is emerging 
first or the 


sec ond group of 


It should be 


options 


experts 


pointed out that many of the 
and elections are themselves subject to 
limitations in amount. In a similar manner, 
deductions, exemptions and the 
first granted, limited to 


dollar amount or a 


numerous 


like are 


and then 


the lesser of a specific 
It has been estimated 
dollar 


exceeds 


specified percentage.” 
that the 
amounts appearing in the Code 
$10 billion, on the other hand, if this 
sum were reduced by all the limiting per 


centages, the net 


total of these specified 


while, 


result would be a minus 


quantity 


’ See Surrey teflections on the Revenue Act 

of 1964,"' 78 Harvard Law Review 7 (1965) 
* See Surrey, ‘‘Reflections on the Citator Act 

of 1966,’ 80 Harvard Law Review 7 (1967) 
" Usually by Special Rule; see note 25, below 
These practices, like so much of the new 
Code, result from compromise rather than deci 
sion, This is one reason why many of the tax 
rates are carried to four decimals. Expediency 
(Continued on following page) 
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and 


While up to now attention has been con- 
fined to the Code itself, we should not 
overlook the two other co-ordinate sources 
of tax law—the Congressional committee re- 
ports and the regulations 
the law was the law 


In primitive days 
To find out whether 
a given proposition was law, it was only 
necessary to find out whether Congress had 
passed it and the President had signed it. 
How simple that all seems! As the law 
grew more complex, practitioners began 
occasionally to turn for enlightenment to 
reports which the Congressional committees 
had prepared to explain their drafts to Con 
gress. The committees, this de- 
velopment, began to include in the reports 
explanations and amplifications of the statu- 
tory language intended for public consump- 
tion. From this innocent the 
reports time veritable 

the contained 
not of what 
Code but also what the 
wished was there The proposal made in 
1968 that the Code simply read “The in 
come tax shall be imposed and administered 
forth the 


rejected was particularly 


sensing 


beginning, 

in 
o! 

planations 


to be a 


and 


came 
( ode 
only 


ol 
133 


exegesis ex 
the 


committees 


was in 


as set in committee reports’ was 


Chis 
the discovery, 
of the 
legal 


fortunate 
the 
ol 


in view ot! 
enactment 
1954, that 


machinery 


made after 


Great Simplification 


our system provides no 
for the amendment of committee 


Any 
perpetuated for 


reports error them is therefore 


all 


engraved 


in 
time as effectively as if 
it were 


As 


in stone 


to the regulations, the modern Code 


builds heavily upon another practice which 


had 


(Footnote 12 


is another reason, as seen in the cumulative 
effect of numerous ‘“‘across-the-board”’ increases 
and decreases in rates, with no one taking the 
trouble to round out the rate tables. It has been 
suggested that Congressmen voting for lazy 
legislation of this type be required to make out 
the income tax returns of 500 constituents. 

™ See, for instance, the following statements 
encountered at random, in the ‘‘Detailed Discus 
sion’’ section of the Senate Finance Committee 
report on the 1954 Code: 

Under Sec. 164(d): 
House bill is not clear 
the reimbursement for 
basis taxpayer before the date of the sale of 
real property In order to clarify this point 
your committee intends that if a cash-basis tax 
payer has deducted an amount in excess 
of the portion the tax treated as imposed 
upon him the excess will be includible 
in gross income " (Italics supplied; no 
change made in the House bill.) 

Under Sec. 213: ‘‘While some question has 
been raised under present law by taxpayers as 
to whether the expenditures for toiletries and 


its origin in the philosophy of the 


continued) 


“It 
as to 
taxes 


appears that 
the treatment 


paid by a 


the 
of 


cash 


of 
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those sent to persons who have 


~ = Z a ‘ e 


ever 
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1930’s, tending toward a government of 
men rather than of laws, and which had its 
first flowering in the Great Simplification 
of 1954. The 1954 Code contained un- 
countable instances in which the task of 
formulating the substance of the law was en- 
trusted to “Regulations prescribed by the 
Secretary or his delegate.” In a subsequent 
Technical Changes Act, authority to issue 
regulations was granted to “the Commis- 
sioner or his delegate.” In 1960, the Com 
missioner’s delegate was an obscure, grade 
three, but loyal, civil servant. The import 

ance of his position was not generally rec- 
ognized until the Revenue Act of 1970,” 
when the Commissioner or his delegate 
was given the power to grant discounts to 
taxpayers “in accordance with sound Amer- 
ican practices.” Then, in 1972 
came a sweeping proposal which, unlike the 
similar suggestion that the law be officially 
embodied in the committee reports, was 
adopted. The Revenue Act of 1972” read, 
in its entirety: ‘The shall be 
imposed and administered as set forth in 
regulations prescribed by the Commissioner 
his delegate.’ The the 
delegate given a 

national 
even 


business 


income tax 


or Com- 
seat at 


Now 


next year 
missioner’s 
both 
he 


was 
political conventions 
has an alternate 


Substantive Provisions 


So much for the formal characteristics of 
the modern Code. The basis of its sub- 
stantive provisions is found in the re- 
enactment of the full 1954 Code, following 
an unfortunate experience after all lawmak- 
ing functions had to the 
Commissioner or In the 


be taken into account this 
provision makes it clear that expenditures for 
medicine and drugs (whether or not requiring 
a prescription) are taken into account but 
expenditures for toiletries and sundries are 
not."’ (Italics supplied; no change made in 
existing law.) 

Under Sec. 
arise where 
acquisition 


been delegated 


his de legate.” 


sundry items may 


269(c): ‘‘This presumption would 
the consideration paid upon an 
is substantially less than ty 
(The statute says ‘‘substantially 
tionate to’’ which, of course, could 
less or greater than.) 

“ See Surrey, ‘‘Reflections on the 
of 1968,"’ 82 Harvard Law Review 7 

* See Surrey, ‘‘Reflections on the Revenue Act 
of 1970,"’ 84 Harvard Law Review 7 (1971). 

% See Surrey, ‘‘Reflections on the Revenue 
of 1972,"’ 86 Harvard Law Review 7 (1973) 

%* The unfortunate experience arose from a 
deceptively simple change the International As- 
sociation of Manufacturers pursuaded the dele- 
gate to make during the Commissioner's 
absence from the country He provided that 
the tax itself was allowable as a deduction from 
taxable income 


dispropor 
be either 


tevenue Act 


(1969). 


Act 


(Continued on following page) 
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Next they argued that depletion should be 


hirst 


+} 


tnis power 


instance, the regulations under 
were, by force of habit, a 
the committee reports. 
However, as time passed, political pressure 
of special interest the Com- 
and more particularly, upon his 
delegate (who in a short time had become 
chairman of the national committees of both 
political parties), brought about a 
plete collapse of the revenue system 
had been predicted by 


+} 


he pressure occasioned, first, progressively 


issued 


verbatim copy of 


groups upon 


missioner, 


com 
As 


18 
earlier wise men, 


treating item after item of ordinary income 
as capital gain, and, second, progressively 
granting exemption from taxation to one 
another. The delegate 
explained that he was only doing what Con 


would have No 


special group after 


gress done doubted 


one 
him 


the sub 
Code, the 
are 
In the 1950's, con 
siderable doubt arose as to the equity of the 
Surtax 


order through 


sections of the 


Proceeding in 
modern 
encountered 


stantive 


first major 


group those 


imposing the tax 


rates 


progressive rates.” However, thos¢ 
responsible for making national policy wer« 
no more able to make up their minds than 
were the authors of the leading treatise on 
the subject.” Therefore, a compromise was 
adopted in the Revenue Act of 1972,” with 
which you are all which the 


surtax tables are in effect read downward 


familiar, by 


in even-numbered years and upward in odd- 
Phe 
numbered years persons with taxable incomes 
of less than $2,000 pay a tax at the rate of 
20 per and with taxable in 
comes in excess of $300,000 pay a tax of 
90 per 


numbered vears. result is that in even 


cent persons 


cent, while in odd-numbered 


years 
less than 
at the rate of 90 per cent 


persons with taxable 


$? 000 


incomes of 
pay a tax 
and persons with taxable incomes in excess 


of $300,000 pay a tax of 20 per cent 


Then the 


These 


folloy 
intended for the 


and 


split-income provisions 


were originally 
benefit ot 


7 


because 
the 


husbands Wives, 


a supposed difference, now lost in 
(Footnote 17 continued) 

The re-enactment was preceded by an emer- 
gency resolution directing the Commissioner to 
adopt the text of the 1954 Code as his regula 
tions. A precedent for this action was found in 
Sec. 263(c) of the 1954 Code itself, which pro 
as follows 
(c) INTANGIBLE DRILLING AND DEVEL 
OPMENT COSTS IN THE CASE OF OIL AND 
GAS WELLS.—Notwithstanding subsection (a) 
regulations shall be prescribed by the Secretary 
or his delegate under this subtitle corresponding 
to the regulations which granted the option to 
deduct as expenses intangible drilling and de 
velopment costs in the case of oil and gas wells 
and which were recognized and approved by the 


vided 
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A nother 


nraviacinn helangec a¢ leact hic. 


mists of the 


common law states 
property Heads of 
households were soon granted a privilege 
equal approximately to splitting half their 
income—with whom, no 


antiquity, between methods 


of holding property in 


and community states. 


deter- 
mined. Next, deceased spouses were deemed 


one ever 
to survive death by two years for splitting 
purposes. There the matter of separate tax 
tables for different taxpayer groups rested 
until the statute outlawing the Communist 
Party proved a failure. It was then that a 
forgotten suggested that the way 
Communists was to tax them 
existence, A separate rate schedule, 

Communists as if their 
multiplied by two, was enacted and 
upheld by the Supreme Court on the ground 
that it 
which 


genius ” 
to eliminate 
out of 
taxing incomes 
were 


was a revenue measure, beyond 
the Court would not look.” As 
originally proposed, the measure would have 
included both Communists and “Communist 
sympathizers.” However, because of diffi 
culty in defining the latter term, the pro 
posal was compromised by imposing still 
another set of rates, equal to what the tax 
would have been if the taxpayer’s income 
were multiplied by one and one half, upon 
anyone who had ever known a Communist 
In effect, therefore, this group received half 
the advantage of those who had never 
known a Communist. The determination 
of whether a taxpayer had ever known a 
Communist was to be made by a Congres 
sional The 
problem of an increasing multiplicity of tax 
tables was simplified when it was discovered 


committee in closed session. 


that a person who had known a Communist 
but was also the head of a household paid 
the 
Communist 


taxes at same rate as a single non 


taxpayer. There is no need to 


go into the fractional rate tables later pro 
vided for the heads of households containing 


one or members who had 


more sometime 


known a Communist 
that the tax 


red 


or other (Of course, 


you know forms 


sent to Com- 


munists have a 


stripe down the side 
Congress in House Concurrent 
Seventy-ninth Congress.’ 

' See Blum, ‘The Decline and Fall of Capital 
Gains: 1921-1957," 28 TAxes 838 (September 
1950); Johnson, ‘“‘The Last Taxpayer,’’ 30 
TAXES 181 (March, 1952). 

% See Blum and Kalven, The Uneasy Case for 
Progressive Taxation (1953) 

» [bid., of course 

2 Op. cit., footnote 16. 

*” Believed to be an ex-employee of the ex 
Bureau of Internal Revenue. 

3 See Sonzinsky v. U. 8., cited at footnote 5 
upholding an annual license tax on dealers in 
firearms, which were in effect defined as sawed 
off shotguns and machine guns 
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the eaetata and ait? taw fislde "TT". ane 


ssoace 


and those sent to persons who have ever 
have a pink stripe. 
Lawyers receive a white stripe and barbers 


receive red-and-white stripes.) 


known a Communist 


The next set of substantive provisions 


deals with deductions from 
gross income The income 


in our new Code 
tax has always 
been a tax on net income, not gross income, 
and, therefore, business expenses are de- 
ductible in computing taxable income. Un- 
happily, the line between legitimate business 
expenses and other expenditures has never 
been clear, and there were always items 
in doubt Moreover, it was once decided 
policy, expenses 
of lobbying could not be deducted although 
incurred in pursuit of The bar 
was upset by this virtually 
business deducted lobbying expenses 
by burying them under 


such as legal fees, 


that for reasons of publi 


business 
rule because 
every 
other categories, 
and it was thought that 
this procedure had undesirable 


the morality of 


effects on 
taxpayers. At the same 
time, it was recognized that many taxpayers 
would not want to make known thei 
lobbying expenses they were de 
ductible. To cope with these two problems 

the doubtful and the 
lobbying expenses—the law made new use 
ot an old The old 
option of taxpayers to 


even if 


business ¢ xpenses 


device device was the 
deduct a 
income 


certain 
percentage of their in heu of item 
izing personal deductions. The adaptation 
took the f present Optional 
Standard Business Deduction, which allows 
businessmen to deduct 10 per cent of their 
business 


orm ol our 


incomes in lieu of itemizing any 
expenditures for lobbying or other doubtful 


business expenses. 


One part of the deduction portion of our 
modern Code that is especially puzzling to 
foreigners who study our income tax is the 
A historical 
perspective is needed for understanding its 
role in the tax 


percentage depletion provision 


theory 
of depletion is the same as that of depre 
ciation: In 


system. The basic 


measuring income, the cost of 
capital consumed in producing it is to be 


accounted for by from 


This logic never appealed 


deducting the cost 
gross revenue, 
to those 
natural 


that 


who engage in developing our 


resources They always insisted 


because there are many unproductive 


quests for resources, depletion on productive 
ventures should cover the cost of all ven- 


both 


tures, 


productive and 


unproductive 


“Including dentistry. 
* Sic! See Secs. 101(b), 170(a) and 663(b) of 
the 1954 Code. Conversely, Sec. 381 was gov 
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Next they argued that depletion should be 
greater than this total cost 
of the risk 


resources. 


figure because 


involved in dealing in 


natural 
So, for example, depletion on 
oil was set at 271% per cent of the income 
derived from the oil. A few skeptics pointed 
out that this amounted to a large subsidy 
for the industry, but the shouting only had 
the effect of encouraging other extractive 
industries * to request comparable subsidies. 
However, to quiet the 
law, the percentage 
a brief 


professors of tax 
depletion rate 
reduced 
Then, in the 1960 presidential campaign, the 
State of Texas was in doubt. Just by 
coincidence the majority party in Congress 
thought that the 
industry was 
laws. 


was for 


period to 27% per cent 


development of the oil 
being retarded by our tax 
As a result, a new 27% per cent pre 

Code and it 
Instead of 


vision was into the 
has remained there ever since 


being allowed a deduction of 27! 


written 


per cent on 
income from oil, the oilman got a tax credit 
equal to 27% per cent of his income from 
oil. This is what is meant by percentage re 
pletion. 


Following the deductions in the Code 
are the provisions which exempt particular 
kinds of from | 

is of unusual interest 


the owners of lite 


income tax. One ot thes« 


From an early date, 
insurance received spe 
cially favored 
tax. The proceeds payable on death were 
exempt from taxation, and the insured was 
never taxed upon the interest earned on 
his investment with the insurance company. 
The favored treatment even 
to the tax. Year 
were proposals for 


treatment under the income 


Cal ried 
alter 


over 
there 
increasing the 
insurance; all 
of these proposals would have added greatly 
to the complexity of the law. In the interest 
of simplification, it was decided that a new 
approach to the problem was needed, and 
this was embodied in the Code Che 
provision is short and can be quoted in full 


“General Rule All earned 


by agents shall be exempt from taxation 


“Special Rule: This provision 
apply to agents who are not 


estate veal 


new 


favoritism bestowed on life 


new 
commissions 


shall not 


salesmen of 
2% 


life insurance 


With this obviously fair treatment of life 


insurance commissions, it has at last be- 


come possible to treat owners of life insurance 


policies on the same plane as all ordinary 


taxpayers 


erned, without any cross-reference at all, by 
special rules in Sec. 382. 
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00 tite Ee pein, a iene 


Sete ah eee 


Another belongs, at least his- 


torically, in this discussion of exemptions. 


provision 


As you know, corporations are subject to a 
tax on their net income, and stockholders 
are, in turn, subject to a tax on the dividends 
which they receive 
in the 


A great effort was made 
1950’s to alter this situation, which 
was then described as double taxation, and 
at one time a minimal concession to share- 
holders was actually included in the law. 
The provision was adopted over vigorous 
opposition. Its opponents argued that no 
double taxation existed, since the corporate 
tax was, in fact, passed on to consumers 
as a part of the cost of goods purchased. 
Subsequently, however, it was pointed out 
to them that if they were right, they were 
committing what was, in 
effect, a manufacturers’ excise tax. Since 
this was even more politically abhorrent, the 
positions were quickly reversed, and the 
opponents of the dividend credit became 
the principal advocates of the present Credit 
for Excise Taxes Not Paid. Under this 
provision, corporations are allowed a credit 
their income taxes for so much of 
the tax as would not be passed on to the 


themselves to 


against 


consumer if the tax were not paid.’ 

The trust companies were satisfied in a 
different manner. An early manifestation 
of their efforts was in the so-called “Clif- 
ford” regulations, intended to discourage the 
use of individual, as distinguished from cor- 
porate, trustees. Later, however, when these 
provisions were enacted into the 1954 Code, 
they were made applicable only to trusts 
in whose beneficiaries the had no 
interest,” and little but complexity was ac- 
complished for trust companies or 


More success was obtained in 


grantor 


either 
the revenue 


7% Many of the provisions of the law granting 
special concessions are of even more limited 
application. An example is to be found in one 
of the improvements contained in the latest ver- 
sion of the Code. It taxes at capital gains rates 
all amounts received as retirement pay by red- 
headed taxpayers who reside within a radius of 
7% miles of the Atlantic seaboard and have been 
employed for at least 2344 years by corporations 
whose principal business is oyster fishing, in at 
least 9% of which years the employment was in 
an executive capacity. See, for example, Sec. 
1240 of the 1954 Code. 

* The ‘Stuart riposte.”’ 

* Corresponding to the various special exemp 
tions and deductions are the penalty taxes, such 
as the Surtax on Retired and Dependent Per- 
sons. Wage earners were granted special 
exemptions. The exemption was later extended 
to include corporate executives. Capital gains 
and royalties had long been given a special 
treatment. Next came the exemption, apparent- 
ly first proposed in the 1940's, for income from 

venture capital.”” The total of these special 
exemptions finally reached several hundred. 
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the estate and gitt tax fields There were 
a series of power-of-appointment amend- 
ments, all of which effectively promoted the 
welfare of corporate trustees. Then, at last, 
came the prevailing solution to the com- 
plexities of the estate tax marital deduction. 
Considering the volume of literature on this 
subject which has been distributed by cor- 
porate trustees, surely everyone has at 
heard of the arrangement. It 
amounts simply to the exemption from tax 


least new 
of up to one half of a decedent’s adjusted 
gross estate left to a bank or trust company 
in any way for the benefit of his spouse or 


of anyone he would liked to 


have have 


been his spouse 


While on the subject of estate and gift 


taxes, mention the prob- 


should be made of 
lem of integration 


made to 


Repeated attempts were 
“integrate” the 
income tax laws. 


estate, gift and 
All met with failure, since 
they were reputedly sponsored by “govern- 
ment minded” income tax men. You, of 
course, understand that a “taxpayer minded” 
income tax man does not really believe in 
income taxes; a “government 
come tax man does not really 
income. Be that as it may, the 
at integration created a backwash 
tion was directed at the 
between 


minded” in- 
believe in 
attempts 

Atten 
inequity which 
taxpayers who lived to 
give away all their property, and therefore 
came under the beneficent blanket of the 
gift those were unfortunate 
enough to die before their estate planners 
had completed their programs, and there- 
fore fell into the cold embrace of the estate 
tax. The discrimination was finally set at 


existed 


tax, and who 


rest when the following provision was en- 
acted in the Revenue Act of 1998:” 


Then by accident it was discovered that, in fact, 
all types of income were given special treatment 


except interest on government savings bonds 
received by persons with no other means of sup- 
port, As a means of simplification, therefore, 
the surtax was imposed upon this special type 
of income, and the other exemptions and deduc 
tions were eliminated. 

While the numerous penalty taxes have often 
been criticized, they are nevertheless essential 
to the stability of the revenue. The special 
exemptions and deductions extend to a large 
percentage of the taxpayers. Fortunately for 
the revenue, the penalty taxes do likewise, and 
an approximate balance is achieved, 

Parenthetically, it should be observed that the 
widespread impact of the penalty taxes is 
largely due to the ‘‘shotgun"’ principle of legis 
lation. If one member of a group uses his posi- 
tion for tax evasion, there is a regrettable 
tendency to assume that all members of the 
group are ‘‘bad’’ and to penalize the group 
rather than the act of evasion 

~Cfr Cary and Pedrick, ‘‘Reflections on 
Surrey,’’ 187 Journal of Accountancy 7 (1999). 
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In reviewing aspects of tax procedure 
and practice, the authors state that 
“every piece of legislation 

designed to simplify the law resulted 
in a longer tax return. Finally, 

the existing system was inaugurated 
in 1975. Beginning in that year, 
taxpayers were permitted to send in 
all their records and books to the 
government, which was obligated to 
make out their returns."’ 


“If it is very, 
had the decedent 
three 


very that 
a period of 
which his 
would very, very prob- 


. 
gift, a credit 


clearly proven 
survived for 
after the 


death occurred, he 


years date on 


shall be 


allowed against the estate tax payable with 


ably have made a 
respect to the deccdent’s estate equal to the 
total of the 
gift and estate taxes which would have been 


excess of such tax over the 
payable had the decedent survived to make 
the gifts which he 


would have 


very, 
” 


very probably 


made.” 


Procedure and Practice 


Having. reviewed the highlights of the 
provisions of the Code, it is 
briefly some 
and practice. As 
the complexity of the tax law increased, 
tax returns became longer, larger and more 
difficult to make out. The Great Simplifica 
tion of 1954 number of new and 


complicated items to the return, including 


substantive 


now appropriate to consider 


aspects of tax procedure 


added a 


the dividend-credit and the retirement-income 
The Internal Revenue Service 
tried to cope with the problem by sending 
out simplified instructions with the form, 
but this only complicated matters further 
When the form reached six pages in length 
in 1960, a census showed that over 500,000 


provision 


* Stylistically, this section was based on 
American Law Institute drafts; substantively 
traces may be found in Sec. 2013 of the 1954 
Code 

"Tt is well to remind ourselves that we are 
indeed fortunate that man's engineering skill 
kept pace with the growth of the income tax 
Otherwise our modern tax system would indeed 
be impractical. Ever since its humble begin 
nings in 1913, the law of income taxation has 
tended to increase in size from year to year 
The Great Simplification of 1954 marked the 
transition from growth in arithmetical propor 
tions to growth in geometrical proportions. By 
1964, a standard federal tax service could not 
be compressed into less than 15 volumes. 
Clearly something had to be done, and American 
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“experts” were in the business of 
1964, when the standard 
form reached eight pages, there were a 
few individuals who were refusing salary 
increases just to be in a position to avoid 
difficulties with the governrnent by using 
the short form. In 1970 the standard form 
caught and passed the estate tax 
length. Complaints 


making 
out returns. by 


form in 
from taxpayers were 
legion, and every piece of legislation de- 
signed to simplify the law resulted in a 
longer tax return. Finally, the 
system was inaugurated in 1975. 


existing 
Beginning 
in that year, taxpayers were permitted to 
send in all their records and books to the 
government, which was obligated to make 
out their returns. Naturally 

certain from 


there were 


objections lawyers 


and aC 
countants to this radical change; but after a 
while, they found that 


befter than ever once 


their practice was 
they began to spe 
cialize in advising taxpayers on how to keep 
their books.” 


The 


and 


books 


was origi- 


submitting all 
to the government 
nally established by administrative practice, 


alternative to 
records 


and, as you know, consists of being taxed 
on the increase in the taxpayer’s net worth 
during the year, multiplied by a composite 
factor. This factor was 
intended to reflect the taxpayer’s standard 
of living, including the number of automo- 
biles, mink coats and bathrooms owned by 
the taxpayer and his spouse, trips to Europe 
during the fiscal year, the frequency of 
steak for dinner in his household, and a 
confidential table reflecting certain other fac 
tors 


based on tables 


All attempts to recover from the gov 
ernment for [ 


a decrease in net worth so fat 
have been unsuccessfui 


Perhaps the most outstanding feature of 
the law relating to practice is the use made 
of the letters “A” 
in parentheses after 


and “L” which appear 


each provision of the 


statute. These have an interesting history 


Beginning in the 1930's, there developed a 


private enterprise was not found wanting in in 
ventiveness. One company first broke the jam 
by placing the whole law on a large rotary drum 
file. Next year it improved its product with an 
electric selector switch which provided push 
button control in opening the file to the desired 
section of the law, Then a competing company 
combined microfilming and electronics. As soon 
as a section number was spoken, the machine 
translated the sound into electrical impulses 
which in turn caused the section to be projected 
from a microfilm onto a screen. Many tax men, 
incidentally, found they could relieve their 
tedium by adding some interesting imported 
photonegatives to the microfilm slides of the 
tax law 
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conflict between the organized bar and the 
organized accounting over the 
proper provinces of the two professions in 
tax matters. The bar that many 
of the things accountants did in the tax 
field constituted unauthorized practice of 
law In the 1940’s the fight became hotter, 


and the bar 


pr¢ ytession 


insisted 


took to the courts to protect 
Near effort 
settle amicably 
by a statement of principles, but this decla- 
ration interpreted differently by the 
thus enhanced the 

In the late 1950's, 
the accountants tried to put through legis 
lation which precluded lawyers from giving 
advice on tax accounting questions. This 
stirred up the bar, which then retaliated by 
promoting legislation requiring that every 
time an accountant did anything at all con- 
nected with taxation he obtain 


its preserve midcentury an 


was made to differences 
was 
two professions and 


friction between them. 


a certifica- 
tion from a lawyer that the activity did not 
constitute Chis 
Bloodshed between 


the two groups seemed inevitable, but the 
country 


practicing law measure 


also failed of passage 


was spared by a last-minute sug 
gestion of compromise. Congress amended 
the Code by placing the letter “A” after 
each provision exclusively in the account 
ing province and the letter “L” after each 
field Of 
about 


exclusively in the law 
there arguments 
should be classified, but 
mittee 


course, 


were how some 
a conference com 
ironed out these tough 
an “AL” after them. In its report, 
the committee explained that nothing in its 


action 


issues by 
placing 


should be construed as authorizing 
accountants to partake of the law 


aspects 
of “AL” provisions 


From 


* For obvious reasons, the meeting originally 
scheduled for Bar Harbor, Maine, was canceled. 
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time to time 


there have been efforts to have combination 
provisions subdivided into those predomi- 
nantly legal (LA) and those predominantly 
accounting (AL), but nothing ever came of 
these moves 


The controversy between the lawyers and 
the accountants also had an impact on the 
administration of the tax laws As the 
to play an 

lawyers 


regulations began 
important role, the 
only a lawyer 
functions 


increasingly 
insisted that 
pertorm the 
Commissioner, 


could properly 
entrusted to the 
while the accountants were equally insistent 
that it was a job only for an accountant 
In desperation, prescribed that 
the office had to be rotated so that it was 
passed back and forth a lawyer 
and an accountant. No man who was both 


an accountant.and a lawyer 


(oneress 
between 


was eligible for 
circumstances In 
discriminating against lay 
Congress provided 


the position under any 
order to avoid 
men, the 
trained 


that an un- 
eligible provided he 
qualified as either a lawyer or an accountant 
This 
interest 


person was 
within six months of his appointment. 
part of the law is of the greatest 
to me. I want to assure you that I began 
taking a cram course as soon as I was ap 
pointed and hope to pass a bar examination 
next month 


Conclusion 


I trust that my remarks on our modern 
law of income taxation have been of some 
interest to you. On my part, it has been 
a source of great 
Atlantic City and 
meeting of the 
and the 

ants.” It 


historic 


pleasure to 
address the 
American Bar 
American 


come to 
first joint 
Association 
Institute of Account 
is particularly fitting that this 
meeting should coincide with the 
dedication to which we now turn our at- 
tention. On behalf of the President of the 
United States, the Secretary of the Treas 
ury, the Joint Committee on Internal Revenue 
Taxation and my delegate, I hereby officially 
dedicate this magnificent 
ture as the 


S$yzantine struc 
one-hundredth government 
warehouse for the storage of microfilmed 
tax records In the immortal words of 
Justice Holmes™ inscribed on the archway 
over the entrance, I, too, hope that “Three 
generations of imbeciles are enough.” 


[The End] 


Note: The views expressed by the speaker 
are not necessarily those of the govern- 
ment, of this publication or of the authors. 


“S Buck v. Bell, 274 U. S. 200. 207 (1927) 





Sales Tax Charts 
as Time-Saving Devices 


By HEINZ ULRICH 
Tax Accountant for a New York City Oil Company 


N THE CASE of certain merchandising 
the total 
the data 


simple 


companies, man-hours 


all 


pliance with 


spent 


gathering necessary tor com 


sales tax requirements 
well 


the total man-hours used in making up the 


over a period of a year may surpass 


federal income tax return. ‘The very 
ot the 
time consuming becaus« 


be filed 


every 


nature 


sales and use tax makes compliance 


many returns must 


some monthly, others quarterly; 


sale applicable to a certain area must 


be accounted for, classified and reported; 


SALES TAX CHART: NEW ENGLAND 


exempt sales must be order and 


kept in 
on file together with resale certificates; and 
use tax must be paid on all items used by 
the company if no sales tax was paid. 

As an example, let us assume that Cor 
poration A does business all along the FE 
It must file eight monthly 
returns and eight quarterly 
ing all (there six) 
State, County City 
of 128 forms 


filed 


ast 
Coast. sales tax 
includ 
\ oO! k 
total 


to 


returns 

special New 
returns. A 

would 


are 
and 
tax be 


sales have 


annually 


AND NEW YORK CITY 


(For office reference only; all paragraph references from CCH State Tax Reports.) 


Maine 
Monthly 
In 


Pe rimanent 
hiles 
Yes 
or credit 
No 
ible General 


No. 6, 6/1 


Period of 


Due dates 


return 
15th 


15-day 


mail by 
I-xtension of time 


Refunds on re 
turned property 


Rad de bts 


( 60.065) 


| 
losses 


generally 
52 
Transportation Taxable if 


charges perore sale 
tated and 


(% 60-065) 


Not allowed 
No. 9 


Exempt if 


occur®rs 


Credit for trade-in 


letin (q 60 306) 


Exemption certifi Yes. (§ 64-001) 


cale required 


Exemption certifi Yes 


cates on file 


(| 64-001) 
Interstate sales 
({| 60-215.30) 


215 


laxable 


Nontaxable 


(1) f.o.b. origin 
(2) f.o.b. destina (| 60 


tion 


Nontaxable 


(3) Delivered to 
out-ol-state 


custome! 


hy ( 63-005) 


wwhed 


January, 


({ 61-610) 


extension 
when price refunded by cash 


not 
Information 


transportation 


atte! 


Cars allowed 


JS) 


(] 60-215.28) 


1955 °@ 


Connecticut 
Calendar quarters 
30th of month. 
in File estimated return; 6% interest 
on unpaid balance 


Yes 


ol 


cash or credit within 90 days 
purchase 
deduct Nothing said 


Bulletin 


occurs 


billed and 


transportation occurs after sale 


Exempt 1f separately 


separately 


Not allowed. Cars allowed 


Yes 


Yes 


laxable. 


Nontaxable 


Nontaxable 
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li Corporation A 
effort to collect 
returns punctually 
man-hours 


to make a conscien 
file 
accurately, 


1s 


t10us 


these 
many 
required to discharge these 
necessary responsibilities of 
ment 


It at tax departments 
many of the same problems and very simi- 
lat repeat 
are presented 
partment 


data and 
and 


are 


A’s tax depart- 


so happens th in 


ones 18 


themselves—that , they 
again to the de 
To reduce the time 
spent locating the answers, one tax depart- 
ment 


again and 


for solution 


devised sales tax charts on which a 
problem and answer would be recorded and, 
of referred to the the 


problem presented itself charts 


course, next time 

The 
are especially 
to 
of a particular company and 
the 
reporter references upon which the answer 


As the 


Salni¢ 


are a timesaver because the 


made to answer questions pertaining 


the operation 


bec ause 


they can also show loose-leat 


was based new problems arise, 


Rhode Island 


Period of return Monthly 


Due dates 20th. 


Extension of 


time Letter 


to tax 
grant one-month extensic 


files—add 
due date 


nent in 


original 


on 


Refunds on 
turned property 


re when sales price 
credit 


Bad debts 


Transportation 
charges 


Credit for trade-in 


No provision 


lowed) 


Exemption certifi 
cate required 


Exemption certifi 


cates on file 


Inter tate sales 


(1) f.0.b. origin Paxable 


Nontaxable 


(2) f.0.b. destina 
tion 

(3) Delivered to 
out-ot-state 
customer 


Nontaxable 


Can tax ve 
absorbed 4 


Sales Tax Charts 


administration 


nm 


interest 


all 


refunded b 


Exempt if billed separately 


(probably 


charts can be enlarged 


11} by record- 
ing each new problem and its answer. 


SCé ype 


These charts also serve a collateral pur- 
pose in that working with 
excellent introduction for 
into the work of 


them is an 
employee 


the department 


a new 

One department constructs its charts on 
regular 21-column 
paper with about four or five 
on each spread sheet. This chart 
tionalized, grouping the New England states 
and New York City, the Central 
states Washington, D. C 
states. This was 
of the many similarities 


found in the laws and rules of neighboring 
States 


sheets of accounting 


states listed 
Is sec 


Eastern 


and the 


Southeastern 


, and 
grouping 
selected because 
The accompanying chart is not com 


plete and is intended only to illustrate the 
style used 


Try similar charts 
Chey time 


and efficiently 


in your department 


answers quickly 


[The End] 


save and 


give 


New York City 
(uarterly 


11/30 


3 /20), 6 


Kile tentative 
30-day 
paid portion ot tax 


2 ¢ 


28, 5/31, 8/30, 


ending 2 


20, 9/20, 12,/20 


may return; may grant 


perma on 


from 
unpaid 


extension. Interest 


take credit up to one 


take credit 


up 


billed s¢ parate ly 


not al 


J axable 


ed 


if delive: 


Nontaxable 


nm city 


Nontaxable 





A Latin-American Tax Expert Discusses 


Questions Involving Depreciation as They Have 
Been Resolved by the Courts of Last Resort 


Currency Depreciation in Latin 


Its Character and Effect on Foreign 


. SHOULD BE AN AXIOM of modern 
business that the primary object of capi 
tal investments abroad should be the growth, 
not the exploitation, of the local market- 
the furtherance of the economic, political 
and social progress, not the enslavement, o! 
the local population If goals of 
growth and progress had been kept in mind 
by foreign investors, they would not be 
faced, as is the case today, with the distrust 
of the local authorities and peoples in the 
most desirable investment areas of the 
This is conspicuously true in Latin 
America.’ 


these 


world 


What business has failed to do, the gov 
ernments of Latin 
forced to do tor it. 


America have been 
They are imprinting a 
social function on both capital and private 
property. 


'See American Banana Company v. United 
Fruit Company, 213 U. S. 347 (1908). The New 
York Times said editorially recently (‘‘Overturn 
in Guatemala’’) that Guatemala, like some other 
Latin-American countries, needs ‘‘the kind of 
ald that can be given under Point Four and also 
needs more intelligently and humanely invested 
American capital, The answer to communism 
in Guatemala and in other countries is not reac- 
tion but liberal reform.’" When proposing to 
Congress the enactment of Law No. 14,222 of 
1953, to encourage foreign investments in Ar- 
gentina, President Perén said: ‘All countries 
in process of development agree, practically, in 
the necessity to promote foreign investments as 
a means of expediting economic development, In 
that order of ideas, in addition to granting 
inducements, almost all consider it also conven- 
jent to fix legally the status of said investments, 
in order to avoid, circumstantially, disturbances 
which a certain type of capital called hot money, 
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Preference for private investments has 
always been the policy of the Latin-American 
countries since their political emancipation 
from their European masters. It was Al- 
berdi, chief architect of the Argentine Consti- 
tution of 1853, who advocated the adoption 
of a constitutional provision favoring “the 
importation of foreign capital through 
privileges and compensation for promotion.” 


And we read in a recent court decision 


“It is not necessary to be an expert in 
history, to know the preoccupation of native 
governments to attract capital to the coun- 
try . . Alberdi in all his writings has this 
‘leit motw’: ‘Let capital from abroad, as well 
as men, settle in our country.’ (Bases, p 
73, Ateneo edition). “To attract capital from 
Europe means to attract the wealth of 
Europe in order to create the wealth of the 


might cause the national economy, particularly 
in the balances of payment.’’—Message of July 
14, 1953, to the Argentine Congress, in Hechos 
e Ideas, Nos. 112 and 113, July-August, 1953 
(Buenos Aires), pp. 259-295, at p. 261. 

* Art. 38, Const. (1949), Argentina; Art. 87, 
Const. (1952), Cuba; Doldéres Cobo de Macchi di 
Cellere wv. Provincia de Cordoba (1941), 190 
Fallos 231, 250, S. Ct., Argentina. See also 
Cubillas, “Cuba ante el Derecho Fiscal Inter- 
nacional,” 56 Révista de Derecho Internacional 
(Havana, 1949), No. 111, p. 6; Vogel & Velez 
Achaval, Historia Argentina y Constitucién Na- 
cional (2d Ed., 1952, Buenos Aires), pp. 503-504; 
Gonzalo Canal Ramirez, Funcién Social de la 
Propiedad (Bogoté, 1953), Ch. XIII, “La Funcion 
Social en el Derecho Constitucional Americano”’ ; 
Salvador Oria, Legislacion Impositiva Argentina 
(Buenos Aires, 1924), p. 7. 

* Esttidios Econémicos (1916 Ed.), p. 310. Art 
37(16), Const. (1853), Argentina 
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country, which exists only in germs, in 
seeds, so to speak.’ (Estudios Econémicos, 
p. 311, Cultura Argentina edition).’" 

In reality, the economic prosperity of 
Latin America has been chiefly the work of 
foreign capital—a fact 


acknowledged by 
competent observ ers.* 


The ideals of market growth, and plebeian 
progress, will meet the desirable investment 
requirements of profit and relative stability 


of political conditions in Latin America.® 
Sut while foreign capital has responsibili- 


ties, countries pleading for investments have 


‘Shepherd Eduardo Alfredo (Su Suc.) (May 
4, 1948), 193 Gac, del Foro 125, Camara Civil 
Segunda de Buenos Aires (Judge Miguens), Ar- 
gentina 

‘Luis M 


Moreno Quintana says (2 Politica 
Economica, 


3uenos Aires, 1944, p. 48): ‘“‘The 
investment of foreign capital in the Argentine 
tepublic, outstanding characteristic of its eco- 
nomic structure since its birth as an independent 
political body, has also been a determining 
factor in its progressive evolution."" President 
Perén has said (message to Congress on pro- 
posed Law No. 14.222/53 regarding foreign in- 
vestments—Hechos e Ideas, Nos. 112 and 113, 
July-August, 1953, Buenos Aires, p. 262): ‘‘The 
investment of foreign capital in the Argentine 
Republic, initiated shortly after the war of in- 
dependence was over, has been, without a doubt, 
important, and until not many years ago, was 
a salient characteristic of the national economic 
structure. Some of that capital, especially that 
placed on a long-term basis, has been a weighty 
contribution to the progressive evolution of the 
country.”’ 

* Salazar, *Inversiones Econémico-t inanci- 
eras,’ Il Cursos Monogrdficos 33, Académia 
Interamericana de Derecho Comparado e Inter- 
nacional (Cuba, 1952) 


Currency Depreciation 


responsibilities also. They should rid them- 
selves of those self-defeating nationalist ex- 
aggerations which have crept into the 
legislation of most of them, and which 
undoubtedly hinder the flow of much- 


needed capital in their direction.’ 


Constitutional Basis 
of Currency Question 


There is historical evidence that the 
origin of money goes back several centuries 
before the Christian era 


commercial 


As a medium of 
find 
Roman system of 
payments were made in 
raw metal—the 
which 
time in 


exchange, we 
testimony of it in the 
aes rude, whereby 


concrete 


ingots or bars of so-called 


merchants 
one their commercial 
The function of coinage was 
subsequently delegated to the state, which 
brought out the aes signatum and, at a lates 
period, the aes grave; it then undertook 
to guarantee the amount and purity of the 
metal used in each coin, ornamented it with 
figures in relief to attest publicly its au 
thenticity, and clothed it with the legal 
of an instrumentality of payment 
this money 
“public currency” of the state.’ 


“private money” made 
use of at 


dealings 


etheacy 


Through became the 


process, 
Since then, the state has claimed that the 
control and regulation of the monetary sys- 
tem is an attribute of sovereignty ° or 
specifically, 
endows the 
termine the 
nature and 
coin; the 


, more 
“monetary sovereignty,” which 
state with the authority to de 
unit of measure of 
obligatoriness of 

exclusion of 


value; the 
the minted 
foreign currency; 


' Salazar, work cited, p. 79. 

*‘Goffre Enrique v. Juan Bernardo Casanova 
y otra (December 30, 1938), 138 Gac. del Foro 
13, 21, col. 2, Cadmara Civil Primera de la Capi- 
tal, Argentina: Gomez Pombo Gregorio H,. v 
Banco Hipotecario Franco-Argentino (October 
5, 1940), 73 Jur. Arg. 933, 940, col. 2, Camara 
Civil Primera de la Capital, Argentina. See also 
Felipe S. Perez, Tratddo sobre la Jurisprudencia 
de la Corte Suprema (Buenos Aires, 1944), Vol 
12, p. 5; Guillermo Torres Garcia, Historia de la 
Monéda en Colombia (Bogota, 1945), p. 15; 
Ivair Nogueira Itagiba, O Pensamento Politico 
Universal e a Constituicdo Brasileira (Rio, 1951), 
Vol. II, p. 85 

* Leén Doldati v. Banco Mufioz Rodriguez y 
Cia. (July 11, 1893), 52 Fallos 413, 431, S. Ct., 
Argentina; Griswold v. Hepburn, 63 Ky. (2 
Duvall) 20, 29 (Ct. App., Ky., June 17, 1865); 
Ling Su Fan v. U. 8., 218 U. S. 302 (1910). See 
Francisco de P. Perez, Derecho Constitucional 
Columbiano (Bogoté, 1942), p. 263; Agustin de 
Vedia, Constitucién Argentina (Buenos Aires 
1907), par. 292, p. 258; Campillo, Tratado Ele- 
mental de Derecho Constitucional Mexicano 
(Jalapa, 1928), Vol. 2, p. 165; Mosedéte, Hl Der- 
echo Constitucional Panamefito (Panama, 1943), 
pp. 256-257 
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issuing, demonetizing and convert 


money 


and the 
bility of 


The 


domain of public law 
the Supreme 


entire question now belongs to the 


" It has become, as 
Court of Columbia points out, 
a matter ot 
volving the 


le 5 whi h, 


“economic public order,” in 


application of general 
individ 
have in mind the security and 
economic- benefit of 
tions.” ” The 

er the 


tact that it 1s 


certain 
“having primacy over 
ual interest, 
society 
this 


system is attested in the 


and of na- 
claim of sovereignty 
monetary 
now incorporated in the con- 
stitutions of all the Latin 


thus institution of 


countries ot 
America,’ becoming an 
municipal law,” of admittedly 


interest.” The 


great social 


and publi fundamental 


7 the state to issue money as part ot 


ulating medium follows, therefore 


its cire 


from the constitutional Jus cudendae monetae 


which belongs to the supreme 
state.” In 


matters, the 


power in 


modern legislating on 


every 
monetary state actS aS an 


entity of public law,” not as a juristic person 


Definition and Concept of ‘‘Money”’ 


Definition.—A 
ot two 


monetary system consists 


elements (1) a unit of compu 


' José Arturo Andrade y otros, Demanda de 
Inexequibilidad (February 25, 1937), 44 Gac 
Jud, 613, 621, S. Ct., Colombia: Gomez Pombo 
Gregorio H v. Banco Hipotecario Franco- 
Argentino, cited at footnote 8 

“In re Gallardo Abraham (April 1, 1936), 48 
Jud., 5a. Epoca, 75, S. Ct., Mexico; The 
Midland Trust Company of New York 
v. Departamento del Tolima (October 14, 1940), 
) Gac, Jud, 263, 271, S. Ct., Colombia, In José 
Arturo Andrade y otros, Demanda de Inez 
equibilidad, cited at footnote 10, the Supreme 
Court of Colombia said “The monetary sys- 
tem of a country belongs to its Public Law 
The latter, in its application and consequences 
prevails among us with the rule of the uncondi- 
tional primacy of the public over the private, 
because that is the characteristic of democracy.”’ 
See Savatier, La Influencia de 
Valor de las Monédas 
Juridicas de Cardcter Internacional, 45 
Jud. 1-6 (at p. 2), 107-111, Colombia 

* Quoted in Francisco de P. Perez, work cited 
p. 262. In Jn re Gallardo Abraham, cited at foot- 
note 11, the Supreme Court of Mexico said that 
monetary legislation is ‘‘of public order, and 
must be applied in all cases, even though not 
invoked by any of the parties.’ 

Leén Doldati v. Banco Mufioz Rodriguez y 
Cia., cited at footnote 9; Goffre Enrique v. Juan 
Bernardo Casanova y otra, cited at footnote 
8, col. 4, Camara Civil Primera de la Capital, 
Argentina. See: Marcos Satanowsky, “Hl Actual 
Régimen Monetario Argentino,” 11 Revista del 
Colegio de Abogados de Huenos Aires 13 (Janu- 
ary-February, 1933); Nolde, “La Monnaie en 
Droit International Public,’? 27 Recueill des 
Cours de UV Academie de Droit International, II, 
1929, p. 253 


Sem 
Marine 


Variacion de 
Sobre las Relaciones 
Gac. 
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) 


and (2) a body | 


tation things empl yed 
as monctary 
find 
“money” 


which, in 


signs, in which those units 


As a legal concept, then, 


expression 


can be defined as 


“those things 
commerce, are delivered and re- 
ceived, not for what they physically repre- 
sent, but only as a portion, equivalent or 


multiple of an ideal unit.” ” 


Concept of “money.”—The fact that in the 
light of monetary theory an inquiry into the 
material component of the 
has become academic, 


monetary sign 
since the genuineness 
guaranteed by the 
the purpose of that theory now is 
to determine the concept of money by 


of its qualities is now 
State, 
con 
sidering which are 
values and (2) 
as a legal method of payment.” 
In neither function can money be 


its essential functions,” 
(1) to act as a measure of 
to serve 
regarded 
as an abstract conce pt 


First Civil 


considering 


Barraquero, of the 
Chamber of 


the « 


Judge 
Buenos 


oncept of from a legal point 
of view, stated that it is not 


Aires, in 
“money” 
“an arbitrary o1 
State ~ oe 
from the moment its quantity, 
quality, weight and fineness are established 


capricious creation of the 


is concrete 


If ‘the state has adopted a specific amount 


of metal as currency, it is because such 


“ Susana Carlota Pacheco 
Bustillo v. Café Paulista 
Fallos 135, 149, S. Ct., Argentina. See F. A 
Mann, ‘‘Money in Public International Law,”’ 
The British Year Book of International Law, 
1949, p. 258. 

% In re Martinez de Arredondo Vda. de 


Agustina (May 2, 1933), 38 Sem 
p. 17, S. Ct., Mexico 


% Goffre Enrique v. Juan Bernardo Casanova 
y otra, cited at footnote 8, col. 4, Cdmara Civil 
Primera de la Capital, Argentina The Em 
peror of Austria v. Day and Kossuth (1861), 3 
de G. F. & J. 217, 234, Ct. Chancery (Lord 
Campbell), Great Britain 

" Acuerdo No. 44 (March 22, 1919), 27 Gas 
Jud. 33, S. Ct., Colombia 


% José Arturo Andrade y otros, 
Inexequibilidad, cited at 


Santamarina de 
(March 5, 1953), 225 


Font, 
Jud., 5a. Hpoca, 


Demanda de 
footnote 10, at p. 618 


® Juan Morizon Leclerc, “Evolucién del Con 
cepto del Dinéro,’’ V Memorias de 
Ciencias Econémicas (Santiago 
394, gives an excellent 
theory from the 
times 


*” José Arturo Andrade y otros, Demanda de 
Inexequibilidad, cited at footnote 10, at p. 618 
See Juan José Guaresti (H), “La Funcioén de la 
Monéda,’’ IV Revista Critica de Jurisprudencia 
145-159, at p. 145; Mario Mosquera Ruiz & Cesar 
Serani Martelli, “‘La Inflacion,’’ VIII Memdorias 
de Licenciados—Ciencias Econémicas (Santiago 
1950), pp. 15-105, at p. 37, col. 1; Juan Morizon 
Leclerc, cited at footnote 19, at p. 348, col. 1 
Ivair Nogueira Itagiba, work cited; Abad-Conde 
y Sevilla. Manual de Derecho y Economia 
(Madrid, 1951), p. 226 


Licenciados 
1950), pp 345 
summary of monetary 
earliest to the most recent 
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metal contorms to the basic principles which 
known that money, 
instrument of 
merchandise’, 
attempt at arbitrari- 
the government which 
mints it to give it a higher or lesser value.’ 
“Gold itself ‘merchandise’, and 
not an arbitrary value created by the State, 


values. “It is 


in addition to 


regulate 
being an 
itself 


exchange, ‘is which ‘in 


Sures it against any 


ness’ on the part of 


currency 15 


and this concept 1s accepted incontrovertibly 
by the most doctrine of the 
“Money is an in- 
strument of exchange, an instrument of com 
merce. But it is not so, except because at 


the same time and in itself, ‘it is merchan- 


authoritative 


science ort economics 


dise’: that is to say, a‘useful and exchange 
able thing. Money 


values because itself is 


serves aS a measure ol 
a value. The science 
Ducrock, teaches that 


of economics, adds 


money is not a sign. It must be a reality 
It should not be limited to faving a conver 
real Value; ‘in 


‘In juridical 


have a 
is ‘merchandise’.” 


sion value; it 
a word’, it 


must 
science, money is characterized by consider 
ing, not its physical element—paper or metal 

, but its privileged condition of serving 
both as a general instrument of exchange, 
of measure of values, as of what must be 
understood by ‘price’ of the contracts which 
require it, and as ‘a means of performance’ 
of obligations in general 
differe nce ot! 


This is the specific 


money with respect to other 
and to the substance em 
making money (conf. ‘G. del 


138, p 20, col ze No | thes 


fungible things 
ployed in 


Foro’, v 


Thus 


Latin 


spoke one of the ablest jurists in 


America. 


The advent in Argentina of what has been 
| “the 


and the 
doctrine worked out by 
thinking,” has led the 


called modern concept new 


econom 
Argentine 


current 
supreme 


1 Gomez Pombo Gregorio H. v 
cario Franco-Argentino, cited at footnote 8, at 
pp. 944, 945, 958, Camara Civil Primera de la 
Capital, Argentina. Judge Casares (now a 
justice of the Supreme Court of Argentina), in 
a concurring opinion in the Gomez Pombo case, 
said (at pp. 962-963): “‘In the foregoing opinion 
{Judge Barraquero’s] it has been shown with 
sound reasoning, how gold is, at the same time, 
merchandise, without ceasing to be money 
Metallic currency is money, that is to say, in 
strument of exchange, because it is merchandise 
of a specific value fixed by supply and demand 
and that therefore, it cannot be capriciously 
determined by the State This is particularly 
clear in international exchanges, which are 
adopting the gold standard (Aschoff, ‘El dinero 
y el oro’, p. 75 et seq.).”" In José Arturo 
Andrade y otros, Demanda de Inexequibilidad, 
cited at footnote 10, the Supreme Court of 
Colombia said: ‘‘Gold, which is merchandise 
when used as money, does not escape the laws 
which govern its value.’ Agustin de Vedia 
writing as an economist, said (Problemas Econo 


Banco Hipote 


Currency Depreciation 


court of that country to adopt the nominalist 
or “state-theory” of y expounded in 
1905 by and others. To Knapp 
“money is a creation of law,” and a theory 
ot money cannot be anything more than “a 
theory of the history of law.”” In 
Carlota Pacheco Santamarina de Bustillo v 
Café Paulista® the supreme court ruled 
that “since the national currency is, at one 
and the same time, a creation and an imposi 
tion of the local juridical order which es 
capes the law of supply and demand, because 
it constitutes a monopoly of the State, it is 
invested, by reason of its specific functions, 
with the liquidating force which the public 
authority gives it for such purposes.” Further 
on, it held that “whatever may have 
the classic doctrines concerning the 
ot the coin 


money 
Knapp 


Susana 


been 
nature 
sign in general and more par 
ticularly, the function of the national cur 
rency within the scope of its legal tender, 
we cannot and should not deny nor fail to 
apply the modern concept and new economic 
doctrine worked out by current 
thinking, that ‘money as a_ public 
ibsorbed into the concept of 


political expression. In the 


Argentine 
service is 
money as a 
inner circle of a 
political economy of self-determinism expressed 
in relation to the currency which is used for 
its pledges and the wellbeing of its people, 
that currency can have no other expression 
than that associated with the revolutionary 
concept of public nobody 
can be deprived of the benefits of a currency 
genuinely aimed at the wellbeing of the 
serves.’ (H. C. de Diputados de la 
Diario de Sesiones; Sept. 15/16 of 
1949; pages 3444 and 3445).” 


service, because 


man it 
Nacion: 


In a country whose political and economic 
philosophy bends every effort and enlists « very 
weapon to attain social justice (“justicialismo’’) 


micos, Buenos Aires, 1899, p. 1): ‘‘The only 
real currency, or worthy of the name, is that 
whose valuation depends on the amount of 
precious metal it contains and which should 
circulate indiscriminately in and outside the 
country, because its intrinsic value does not 
recognize boundaries."’ 


7 Juan Morizon Leclerc 


“Cited at footnote 14, at p. 151. In 
Enrique v. Juan Bernardo 
cited at footnote 8, we read: 


work cited, at p. 379 


Goftre 
Casanova y otra 

‘The value of money, which consists in the 
things which are given in exchange for it, i 
then, alien to the functions of the State. which 
if they keep to their origin, are limited to 
certifying the value of each monetary sign 
and it is almost unnecessary to remember. as 
Macleod says, that this stamp or certificate in 
no manner affects the value of the metsi or 
the amount of things which can be exchanged 
for it Its only object is to spare the trouble 
of weighing and assaying the metal in 


com- 
mercial transactions.” 
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that 
obligates 


where it is held property, as a social 
make appro 


may not do as he 


man “to 
priate use of it, so he 


function, 


please s with that property, but as he should” 
and where 
talistic 


the theory ot 


a cardinal tenet is that “the capi- 
system is an abuse of property,” 
nominalism is a convenient 
which to base a monetary theory 
looks upon money and its value as a 
creature of the state, as the political ex 
publi Such 
is the very opposite of what has been 


sound, 


pression of the authority 
theory 


held 


theory 


hitherto as orthodox monetary 
that money preceded governmental 
and 


created by the state only in a formal, 


intervention in its coinage regulation, 
and is 
a substantive, sense; that its value de 
that 


merchandise, its 


not in 


pends on its metallic content; and 


both as a sign and as 
character is economic and financial, not political 
The effect of the 


embraced by the Supreme Court 


and moral nominalist 
tneory, as 
of Argentina, is to subject the currency to 
and interna- 


the contingencies of domestic 


tional politics; to jeopardize, if not to de- 


stroy, its character as merchandise; and to 
undermine general confidence, especially in 


vestor confidence, in the value of the currency 


Scope of Constitutional Authority 


Legislative or executive function.—In the 
constitutional system of Latin America, with 
one exception, the regulation of the currency 
function intrusted to the 
branch of government “—the 


is a legislative 


organ which 


genuinely represents the national sovereignty.” 
he one exception is Argentina,” which pro- 
ceeds on the theory that activities which in 


* Juan Miguel Bargallo Cirlo, “Hl Justicia- 
lismo como Filosofia Politica del II Plan Quin- 
quenal,”’ Revista de la Facultad de Verecho y 
Ciencias Sociales, Buenos Aires, Afio VIII, No 
35, pp. 987-1054, at p. 1037. 

* Art 59(7), Const. (1945), Bolivia Art 
69(14), Const. (1886), Colombia; Art 133(k) 
Const. (1952), Cuba; Art. 53(13), Const. (1946) 
Ecuador; Art. 73(XVIII), Const. (1917), Mexico; 
Art. 123(10), Const. (1933), Peru; Art. 68(17), 
Const. (1945), Salvador In Ling Su Fan v 
U. 8., eited at footnote 9, we read The 
power to coin money and regulate its value Is 
a prerogative of sovereignty exclusively vested 
in the Congress of the United States 

“ Gonzdlez Calderén, Derecho Conatitucional 
Argentino (24. Ed., 1926, Buenos Aires), Vol. 3 
p. 157 

* Art. 83(13), Const 

* Salvador C. Vigo, 


(1949) 

Reforma Constituctonal 
Argentina (Santa Fé, 1950), p. 284; Adquiles 
Damianovich, Teorta de la Nueva Constitucion 
Argentina (Buenos Aires, 1949), p. 326 

* Campillo, work cited 

” The Marine Midland Trust Company of 
New York wv. Departamento del Tolima, cited at 
footnote 11, at p. 272; Francisco de P. Perez 
work cited 
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volve the currency change constantly; that 


the national interest is not alone 


involved; 
that those activities are influenced by eco 
nomic factors of an inter 


at least with 


national character, 
reterence to the value of the 


currency; and that its regulation 


requires 


swiftness of action which is 


incompatible 
with the delays inherent in les islative b dies, 
especially when such action is intermittent.” 
One more should be added: that 
intervention in the regulation of 
the currency is with 
economic 
in a corporative state than 
would be possible ima de mocracy. 


Extent of power.—The powers of the 
with respect to the currency are not 
restricted, except as they necessarily 
be by the public 
Under its 


reason 
Executive 


more Im consonance 


Executive ascendancy over the 


life of a country 


State 


must 
exigencies and 


broad 


economic 


laws.” state 


abolish the 
monetary system,” bar the transfer of mone) 


powers, the 


may change the currency,” 


3% 


to foreign countries,” and revalue it 


Specific powers. 


of regulation of the 


In addition to the powers 


currency generally ad 
mitted to belong to it, the state possesses 


also the following specific powers: 


(1) To coin (“acunar,” “acunhar’).—The 


general government is given authority to 


that is, to transform precious metal 
into money.” 


“4 
com, 


This authority does not carry 
with it the power to stamp a merely fictitious 
value on any object 
" To coin 

into 


chosen for the pur- 


pose means to 


mold 


intrinste 


money clearly 


form a metallic 


substance of 


value, and stamp on it its legal 


value, so as to encourage 


and facilitate its 


" Brand&o Cavalcanti, A Constituicdo Federal 
Comentada (Rio, 1928), Vol. I, p. 66 


* The Marine Midland Trust Company of 
New York v. Departamento del Tolima, cited at 
footnote 11 


*® Sent., March 4, 
S. Ct., Colombia; 
at footnote 8, p. 8 


“ Art. 5(VIII), Const. (1946), Brazil: Art. 134, 
Const. (1952), Cuba. Watson says (in The Con- 
stitution of the United States (Chicago, 1910) 
p. 634): ‘“‘The grant to Congress only covered 
the right to regulate the allow and value of 
coin struck by it, or by the respective States, 
but neither Congress nor the States exercised 
their power to coin money before the adoption 
of the Constitution.’’ 


1913, 22 Gac 
Felipe S 


Jud, 101. 102 
Perez, vol. cited 


* Brandfo Cavalcanti, vol. cited at footnote 
31, at p. 65; Eduardo Espinola, A Nova, Consti- 
tuic¢do do Brasil (Rio, 1946), Sec. 12, p. 174 


* Gonzélez Calderén, vol. cited, p. 158: ‘‘It is 
doubtful if the Congress could, in the exercise 
of this power, stamp a piece of paper with the 
words ‘five dollars’ and make that piece of 
paper a legal note for such amount of money 
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free circulation and assure stability in the 
currency.” To nominalist 
theor that because the state mints a 
certain metal—and breathes into it the soul 
of money—it money, that 
the question of its value is secondary and 
tiiat 


claim, as the 
does, 
thereby creates 
the important thing is the efficacy which 
the law gives to it as a medium of payment 
is wholly to role in 
nations both as a symbol 
merchandise, and the de 
pendence of its value not only on its metallic 
content, but 


disregard its historic 
the economy of 
of value and as 
also on the fluctuations of the 
financial market.” In 
in Argentina, it 
that the State 
through its 


a well-considered case 
held that “the 
creates and produces money 


was thesis 


laws, is entirely wrong, as 


Davigny points out, since it cannot act to 
suit its taste 
the ra 
attributes to it 


of the 


arbitrarily—in the selection of 


material and in the value which it 


7) 7a 


1 ’ 
Vaiue OF money, 


‘general recognition 
Savigny claims, al 
though it arises from that superior interven 
tion of the State, such intervention in reality 
is limited to the ‘mere minting, which is 
attempt to create the real 


to succeed in it depends on 


nothing but an 


money, since, 


the grade of actual substances which it may 
general confidence’, On 
public opinion, concludes Savigny, depends 
not only that a money, but 


that is to say, the 
9 


possess 


to produce 
thing is also 
the grade, amount of 


value assigned to it.” ® 


(2) To determine or fix the value (“deter- 
minar el valor,’ “fijar su valor,” “fijar el 
tipo” ).—The power of the state to determine 
the value of the currency is admitted every- 
where in Latin America.” The question of 
its value may be considered from the angles 
of the national or the foreign currency. 


National 
sign and as 


currency has two 
merchandise As 


values: as a 
a sign, gold or 
“ Griswold v. Hepburn, cited at footnote 9. 
* Brand&o Cavalcanti, vol. cited at footnote 
31, pp. 65-66 

” Goffre Enrique v. Juan Bernardo Casanova 
y otra, cited at footnote 8, col. 4, Camara Civil 
Primera de la Capital, Argentina: Gomez Pombo 
Gregorio H. v. Banco Hipotecario Franco-Ar- 
gentino, cited at footnote 8, at p. 944, Camara 
Civil Primera de la Capital, Argentina: Com- 
pania Explotadora de la Isla de Pascua vw. 
Direccién de Impuestos Internos (January 13, 
1942), 39 Rev. Der., Jur. y C. Soc., Pt. 2a., Sec 
I, p. 486, S. Ct., Chile; Sociedad Andénima 
Ganadera y Comercial Menendez Behety v. Im- 
puestos Internos (March 4, 1943), 40 Rev. Der., 
Jur., wv C. Soc., Pt. 2, See. I. p. 42, 8. Ct. 
Chile; Sociedad Industrial y Ganadera de Ma- 
gallanes v. Impuestos Internos (December 28, 
1943), 41 Rev. Der., Jur y C. Soc., Pt. 2a., 
Sec. I, p. 524, S. Ct., Chile 

” Art. 83(13), Const. (1949), Argentina; Art 
59(7), Const. (1945), Bolivia; Art, 69(14), Const 
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symbol cannot be con- 
merely 
metallic composition, but because the state 
so provides, by minting the bullion, giving 
it purchasing power, listing it in the table 


any other monetary 


sidered as money because of its 


of units of values, and assigning to it the 
As mer 
silver as 


functions characteristic of currency 
chandise, the that 
an article of commerce gives it two 
metallic, which is deter- 
relation of the price of the 
unit of computation in force 
in the state to the metal which the currency 
contains and the price paid for it in the 
market; the other monetary, which has no 
price in the unit of computation, since the 


lact gold o1 
metal is 
distinct values: one 
mined by the 


metal in the 


state, in adopting a certain standard—either 
gold or silver fixes its price of 
value when it establishes the unit of measure 
of values.“ That 
amount of metal 


issue or 


depends on the 


merchandise—it 


price 
contains.” 
It can 
mining 


be concluded, therefore, that deter 
the value of that the 
is authorized “to fix, within the differ 


money means 
State 
ent values which are assigned to ‘metallic 
currency’ in the economic concert of civilized 
nations, the one it considers more suitable 
to transactions and the commercial and eco 
nomic country, in such 


way that it may serve as an unit and point 


movement of the 


of reference, exactly as it does in adopting 
; a 
the decimal metric system.” * 


To determine this value does not mean, of 
course, that it can be arbitrarily fixed either 
by Congress or by the Executive, as the case 
may be. The currency, as we have seen, is 
merchandise, and as such it has or has not 
value according to its intrinsic qualities. Its 
value, then, does not depend on the whim of 
the lawmaker when he stamps on it the 
seal of sovereignty, but on the purchasing 


and liquidating power which it has by rea- 


son of its own worth.“ Its value is deter- 
(1952) 
Cuba; Art. 53(13), Const. (1946), Ecuador; Art 
73 (XVIII), Const. (1917), Mexico; Art. 118(24) 
Const. (1946), Panama; Art. 123(10), Const 
(1933), Peru; Art. 68(17), Const, (1945), Salva- 
dor; Art. 75(10), Const. (1934), Uruguay 

“ José Arturo Andrade y otros, Demanda de 
Inexequibilidad, cited at footnote 10 For the 
concept of value in the theories of metallism 
and nominalism, see Juan Morizon Leclerc 
work cited, pp. 376-377 

* Gomez Pombo Gregorio H. v. Banco Hipote 
cario Franco-Argentino, cited at footnote 8, at 
p. 945 

“ Goffre Enrique v. Juan Bernardo Casanova 
y otra, cited at footnote 8 

“ Gonzdlez Calderon, vol. cited at footnote 26 
p. 158; Felipe S. Perez, cited at footnote 8, p. 5 
In José Arturo Andrade y otros, Demanda de 
Inexequibilidad, cited at footnote 10, at p. 617 
the Supreme Court of Colombia says: ‘‘Cap- 
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(1886), Colombia; Art. 133(k), Const 





mined by the result of the operations and 


transactions in the money exchange.* 


lhe Supreme Court of Argentina, aban 
doning, under the influence of the economic 
theories of justice), as 
traditional and well 
orthodoxy, now holds that 

circulating currency with 
legal force throughout the national territory 


Justicialismo (social 
we saw 


tested ex 


before, its 
onomuc 
“the value of the 


which fulfills the function of an economic 
asset not susceptible of being regulated di- 
rectly or indirectly by the law 


of supply 
and demand 


is based on the authority of 
the power of the State, which is a creator, 
and consequently, the durability of that value 
aS monetary 
is altered by 


sign of legal tender, unless it 
the State from which it pro 
ceeds, cannot be at the mercy of agreements 


made by individuals between themselves.” “ 


In this quotation we see the 
tatement of the 


strongest 
theory of economic nomi 
nalism to be found in a judicial decision any 
where That theory 


ot money 


teaches that the value 
depends on the authority of the 
tate, but the court 
that 
is not usceptible ol 
by the law of supply and demand 
That statement represents theory completely 
denuded of contact 


goes much too far when 


it Says money, as an economic asset, 
regulation, directly or 


indirectly, 


with economic reality, 
ubordinated to political consides 
is sO extravagant that Mr. Justice 
who concurred in the result, found 
that “the determination 


currency is not to be 


and fully 
ations It 
( AaSaTCcsS, 
it necessary to Say 
t the value of the 


considered as having been entrusted uncon 


ditionally to the judgment of the 


govern 


ment, because 


insofar as it is the common 
denominator of 
of the 


economic values, the value 


currency relatively depends on the 


(Footnote 44 continued) 


italist economists assert that the value of things 
is that of its exchange, for which reason the 
value of merchandise is not absolute but is 
necessarily in relation to other merchandise 
Value, then, expresses a relation The value 
of merchandise is that fixed, in practice, by 
the market in the form of prices."’ 


Sucursdl Banco Nacional de Salta v. Manuel 
Sosa (June 30, 1881), 23 Fallos 352, 356, 
S. Ct., Argentina 


“ Susana Carlota Pacheco 


Bustillo vw. Café Paulista 


at pp. 150, 157 
‘ 


Santamarina de 
cited at footnote 14 
Decree-Law No. 11.208, November 11 
“Art. 431, last par Com 
Civ. Code, Brazil 

” Art. 101, Decree No. 818, of April 16, 1936, 
Colombia; Jn re Molina Font Gustavo (March 
14, 1941), 67 Jud., 5a. Bpoca, p. 2893, S. 
Ct., Mexico 

* Art. 83(13), Const. (1949), Argentina; Art 
T3(XVIIT), Const. (1917), Mexico. 

‘Art. 53(13), Const. (1946), Ecuador. 


1949 
Code; Art. 947, 


Sem 


58 January, 


1955 °@ 


general conditions of the national e 
No government, or 


onomy 

department or agency 
of it, can breathe a definite monetary value 
into a coin in disregard of the 
exchange market 


international 
Peru, in 1949, recognized 
this economic axiom when it suspended the 
official parity of the 
“the actual official quotations of the ex 
change rates of toreign currency in relation 
to the Peruvian gold sol do not reflect the 
reality of said exchange value” and that “to 
reach the true exchange 
the stabilization of the 


gold sol, stating that 


value and attain 
rate, it is advisable 
to leave its determination to the free play 
of supply and demand, in a fetter-free 
ket which will let it 
In fact, wherever the 


whether domestic ™ or 


mal 
level.” “ 


currency, 


find its own 
value of the 


foreign,” has become 


the object of legislation, its purchasing 


power has beer 


made to depend ‘on the 
exchange rate in effect at the place and day 


of maturity” or “at the 


rate ofr ex<¢ hange P 


quoted on a day certain 


Some countries claim also the right to fix» 


righ 
» 


the value,” or determine the admission 


The 


exists only when such cu 


and 
circulation,” of foreign currency 
to fix the value 


rency is allowed to circulate in the country 
tender for 


that 


as legal payment.° 
When happens, the government will 
determine the relation of the 


purposes ol 


foreign cur 
taking into 
fineness of the gold 


rency to the 
only the 


national, 
and 
the foreign currency 


account 
weight 
or silver which 


(3) To (“sellar’ ) ‘J he 
also stamp money.™ 


coritains.” 


stamp state can 


The effect of stamping 
that 
the quantity, weight and fineness which have 


it is to guarantee with the seal of state 


been adopted as the monetary unit of the 


country are contained in it.” 

"™ José Caffarena 1 Banco Argentino del 
Rosario de Santa Fé (September 21, 1871), 10 
Fallos 427, S. Ct.: Goffre Enrique v. Juan Ber- 
nardo Casanova y otra, cited at footnote 8, at p 
22. col. 2, Camara Civil Primera de la Capital, 
Argentina 


% Goffre Enrique v. Juan Bernardo Casanova 
y otra, cited at footnote 8, at p. 22, col 
Camara Civil Primera de la Capital, 

% Art. 83(13), (1949), 

% Goffre 


Argentina 
Const 


Enrique v. Juan Bernardo Casanova 
y otra, cited at footnote 8, at col, 4 
Civil Primera de la Capital, 
Gonzalez Calderén, vol, cited at footnote 26, p 
158 According to the nominalist theory, the 
seal on the currency is much more important 
than its metallic content (Juan Morizon Le 
clerc, work cited, p. 376, col. 2). In his treatise 
on Argentine constitutional law, cited at foot 
note 9, Agustin de Vedia (par. 291, p 
258) 

“The currency has several attributes it is 
merchandise or value in itself; it is a common 
and universal measure of values; it is the 


Argentina 


Camara 


Argentina See 


says 


unit 
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he powers of the legislative branch with 
respect to the currency, foreign or domestic, 
cannot be usurped by the Executive.” 


Income and Capital Gain (Plus Valia) 


Income.— We understand “income” to 
mean the net balance or surplus of the reve 
nues or profits over the expenses necessary 
to obtain, maintain and preserve the income.” 
Technically, there are two kinds of income 
economic, which is the normal, regular and 
periodic revenues which from the 
possession of capital or from any activity,” 
and financial, which is not concerned with 
the element of regularity or periodicity, but 
only with the revenues received, provided 


accrue 


they increase the assets of the recipient.” 
Ordinarily, the definitions given in the stat- 
utes do not enumerate the elements of the 
concept “income.” For these elements the 
had to go to the principles of 
the science of public finance, and those ele- 
ments have been found to be (1) a perma- 
nent source, as either capital or work; (2) 
the exploitation of that source to guarantee 


courts have 


(Footrote 55 continued) 

which makes possible to enumerate them, and it 
is, above all, under the form of price, the indis- 
pensable intermediary of exchange. From this 
we conclude that it is not the sign or seal 
it bears that constitutes the value of the cur- 
rency: it is necessary that its intrinsic qualities 
agree with that sign, or that it be, in trans- 
actions or exchanges, a measure equivalent to 
the merchandise which is transferred. The first 
condition of the currency is that it have its own 
value, equal to the one attributed to it, or equal 
nominal value. The State, in imprinting 
ts seal, does not convey to the currency a value 
different from the one it has; it does nothing 
more than to certify that the currency has that 
vaiue 


o its 


Cited at footnote 17, at p. 35; Ciro Felix 


igo Derecho Constitucional Boliviano (La 
Paz, 1951), p. 515 

Herminia Canale de RKRebay wv. Gobierno 
Nacional (November 17, 1937), 60 Jur. Arg. 354 
131 Gac. del Foro 152; 179 Fallos 205, S. Ct., 


52 
Argentina: Sedadlana, 38. A. 1 


_ 


Gobierno Nacional 
(November 25, 1940), 20 Ley 841, 72 Jur. Arg 
642, S. Ct Argentina; Maria Tierne de Valdés 
Direccitén General (March 15, 1948), 210 
Fallos 391, S. Ct Argentina; Tetzlaff y otros 
J Direccion General (November 14, 1939), 37 
Ret Der Jur. y C. Soc., Pt. 2a Sec. 1, p 
138, S. Ct., Chile; Compaftiia Explotadora de la 
Isla de Pdscua wv. Direccion, etc., cited at foot- 
note 39 jetteley y Cia. (8. A.) wv. Direccion 
General (May 26. 1948), Sent. No. 25. Gac. Tribs 
I—159 S Ct Chile Nos 


(Considerandos 


* Matus Benavente, Findnzas Puiblicas (Santi 
7" 
17 


ago, 1952), Sec. 105, p 


*Matus Benavente 


” Petréleo de 


Gobierno 


work cited, Sec. 106 
Chdllaco Néuquen, Ltd. (8. A.) 
Nacional (December 7, 1938), 182 
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regularity; and (3) 
nues.” Where 
we have what is known as economic 
Then there is the kind of 
increases the patrimony of an individual or 
entity during a certain period of time, with 
out the element of regularity. 
is called financial.” 


reguiarily of the reve 


these elements are present, 
income 


income which 


I his income 


Capital gain (Pius valia)—The concept 
“capital gain,” like that of income, will be 
important later on in our discussion of the 
question of depreciation. A few observa 
tions at this juncture will be helpful: 


The preoccupation of the income tax stat 
utes has maintain the 
between capital and income. It 
generally held that a higher valuation, if it 
does not represent the elements of income, 


been to distinction 


has been 


above mentioned, must be considered capital 
gain. “The benefit or plus valia would thus 
be part of the value of the real property or 
other assets, that is, a capital gain (Allix et 
Lecérclé [L’impét sur le revenu], pp. 179, 
181),” unless the benefit is the result of the 
habitual profession or business of the recipi 
ent,” or the entities are authorized by their 


Fallos 417, S. Ct., Argentina; Sedalana (8. A.) 
v. Gobierno Nacional (November 25, 1940), 20 
Ley 8A1, 72 Jur. Arg. 642, S. Ct., Argentina; 
Sociedad Industrial y Ganadera de Magallanes 
v. Impuestos Internos, cited at footnote 39 
Betteley y Cia. (8. A.) v. Direccién General, 
cited at footnote 57, ir, Sem., p. 159; Nahum 
Rosenblitt e hijos y Cia., Ltda. v. Impuestos 
Internos (July 25, 1946), 44 Rev. Der., Jur. y 
C, Soc., Pt. 2a., Sec, 2, p. 13, Ct. App. Santiago 
Chile See also Rubens Gomes de 
Compendio de Legislacdo Tributaria (Rio, 1952) 
par. 91, p. 209; Provoste, Principios de Derecho 
Tributario (Santiago, 1952), p. 123: Javier Cristi 
Taulis and Diego Barrios Aldunate, “‘Concept 
de Renta, Utilidad y Aumento de Capital en 
la Ley de Ilmpuesto a la Renta,’’ XV Memorias 
de Licenciados—Ciencias Econémicas (Santiago 
1951), pp. 328-332 

Art. 1. Decree No. 10.438/52 (Hventual Prof 
its Tax Law), Argentina; Betteley y Cia, (8. A.) 
v. Direccién General, cited at footnote 57, Ir 
Sem., p. 159 


Sousa 


® Petréleo de Chdllaco Néuquen, Lida. (8. A 
v. Gobierno Nacional, cited at footnote 60, at p 
130; Sedalana (8, A.) wv 
cited at footnote 60: L. M. Figari y Cia. v. Di 
recciOn (1932), Gace Tribs. 1932-I-344, 8S. Ct 
Chile; Artal y otros v. Impuestos Internos (No 
vember 30, 1943), 41 Rev. Der., Jur. y C. Soc., 
Pt. 2a., Sec. 1, p. 374, S. Ct., Chile; Sociedad 
Andnima Comercial Rafael Torres wv. Impues 
tos Internos (August 21, 1946), 44 Rev, Der 
Jur, y C. Boc., Pt. 2, Sec. 1, p. 46, S. Ct., Chile 


11.682/52, Argentina; Rab 
Elias v. Fisco Nacional (September 23 
185 Gac. del Foro 11, Camara Federal de 
Argentina: L. M. Figari y Cia. wv 
cited at footnote 62; Artal y otros 
v. Impuestos Internos, cited at footnote 62 $y 


Gobierno Nacional 


Art. 3 
inovich 
1946) 
la Capital, 


Direccion, 


Law No 
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bylaws to engage in 
though not habitually.” 


those operations, al- 


Depreciation 


Up to this point we discussed the 
constitutional basis of the currency question 

how it has become a matter 
public law; the definition 


“money”’—how it is 


have 


of general 
and concept of 
considered both as 
value and as merchandise; the 
scope of the constitutional authority of the 
state—how the undertakes to 
value 
and income and capital gain 
elements and effects 


symbol of 


State com 


money, determine its and 


stamp it; 
their concept, 
Now we will discuss 
the question of the depreciation of the cur 
recy, and how the 
pounded in the 


influence it 


legal 
preceding 


principles ex 
pages affect or 


Depreciation of the currency is becoming 


a common phenomenon in Latin America, 


and it must be obvious that this process of 


deterioration of the national currency of 


those countries must affect the foreign in 
vestor and taxpayer in many ways 
we are 


Here 
matter in a 
questions 


going 


to consider the 


practical way, as the 


involving 


depreciation have resolved by the 


be en 


courts of last resort 


Definition.—To depreciate (“depreciar”), 
according to the Royal Spanish Academy’s 
Diccionario de la Espanola, is “to 
value or 


Lengua 


lessen or lower the 


price of a 
Depreciation of the currency is the 
lessening or lowering of the 
either 


thing.” 
value of the 
official 
through fluctuations in 
the international exchange market 


money, through 


the government o1 


action ol 


Effects of depreciation. 


The question of 
depreciation 


may be considered from the 
points of view of the unfavorable and favor 
able exchange differences It sometimes 
happens that the domestic currency depreci 
ates in value in relation to foreign currency, 
and that obligations payable in foreign cur- 
rency require larger disbursements in do 

currency than would have 
necessary before the depre« lation 


mest been 


In such 


(Footnote 63 continued) 
habitual profession or 
the regular 
poses of 


business is 
activity of the 
profit (Brave 
Nacional (October 15 

S. Ct., Argentina) 

“ Duhalde Pedro D. 1% 
cion (August 20, 1948) 
1948-—-IV-—292, S. Ct 

* Art. 55(c), Law 
No. 6.188/52 

“Art. 23, 
by Law No 


understood 
taxpayer for pur- 
Rafael E. C. wv. Fisco 
1947), 209 Fallos 129 


Gobierno de la Na 
211 Fallos 1254, Jur. Arg 
, Argentina. 

11.682/52; Art. 138, Decree 


Decree-Law No 
189/53 


82/53, approved 


60 January, 


1955 °@ 


case, is an unfavorable exchange difference 
due to depreciation of the domestic cur- 
rency deductible as loss or chargeable to 
cost? This question, too, 
sidered from two angles 


must be con- 


In Argentina,” Paraguay” and Uruguay,” 
there is a common statutory provision that 
“exchange differences resulting from opera 
tions which constitute capital investments, shall 
be imputed to the cost of the property.” 


(Italics supplied.) 


The deductibility of a foreign-exchange 
loss due to the depreciation of the Argen- 
tine currency in a capital-investment opera- 
tion arose in the case of Leach’s Argentine 
Estates, Ltd v General del Im 
puesto a los Réditos™ decided in 1949. Ap- 
pellant was authorized by its bylaws to 
purchase the business and assets of another 
company (Leach Hnos. y Cia.) in Argentina 
A trust agreement was 
with the Anglo-South American Bank, un 
der which debentures in the sum of 
1,000,000 pounds sterling were issued “with 
a real first 


Dire ction 


signed in London 


mortgage guarantee” on the 
company’s property in Argentina. It was 
claimed by appellant that the money loaned 
had become part of the company’s business 
turnover, and that the 


with respect to the 


expenses incurred 
were an outlay 
necessary to obtain, maintain and preserve 


income of an Argentine 


loan 


The in- 
creased expenditure necessary to purchase 
the pounds sterling with which to pay the 
indebtedness was called by the company 
™ ”" and was claimed by 
The revenue authorities, 
were 


source 


an exchange loss, 
it as a deduction 
on the other hand, of the view that the 
higher price of the pound sterling in rela- 
tion to the Argentine peso constituted an 
increase in the cost of the property acquired 
with the proceeds of the 


and should not 


debenture 
be allowed as 


issue 
a deductio1 


Under the 
Appeals of 


circumstances, the 
Aires held 


decided Was 


Court of 
that the 
whether 
borne by 
The 
court was of the opinion that it had been 


Buenos 


basic question to be 


the exchange difference should be 


the property or deducted as a 


loss 


* Art. 29, Law 10.597/44; Art. Alc), 
of July 11, 1945. In all three countries, branches 
of foreign houses must have the consent of the 
revenue authorities with respect to the method 
to be followed in matters of exchange differ- 
ences. Art. 55, par. 5, Law 11.682/52, Argentina 
Art. 35, par. 6, Decree-Law No. 82/53, approved 
by Law No. 189/53; Art. 38, Decree of July 11, 
1945, Uruguay 

® (May 30, 1949), Jur 
S. Ct., Argentina 


Decree 


Arg. 1949—II—519, 521 


TAXES —The Tax Magazine 





shown “that the value of the currency with 
which the debentures were to be redeemed 
increased, but such increase must run parallel 
with the increase of the purchase price of 
the real property, the value of which is 
raised when the debentures are redeemed at 
a higher value than the value of issue 


“In other words: if the amount necessary 
in national currency to redeem them ex 
ceeded the price at which they were issued 
with the mortgage, that increase in its value 
is equivalent to an increase of the purchase 
price, and therefore, it must fall on the 
value of the property.” 


The court concluded by. saying that “ex 
change differences cannot be deducted as a 
loss, but must be considered as increase in 
the cost of the property 


” 


The supreme court affirmed the court of 
appeals, saying that 
in the 


“exchange differences 
redemption of the debentures must 
fall on the property which has been given 
in guarantee when the presumption is well 
founded that the property has been acquired 
with the money received in loan, since ap 
pellant omitted proof, which it was within 
its power to produce, if it existed at all, 
that said money was used for other purposes.” 


he statutory provision and 
both represent 


right in 


the decision 
sound law. 
declaring that a 
capital investment should go on the prin 
ciple that any gain or loss sustained by the 
capital invested should be 
capital loss, as the 


construing it 
The statute is 


considered as 
gain of may be 
The decision is correct in holding that the 
loan (capital) 


property 


case 


was used to acquire the 
and the exchange 
difference involved in the repayment of the 
| uild be charged to the property Of 


if it had been shown that the money 


(investment), 


oan sh 


course, 
from the loan had become part of the gen 


eral business turnover of the company, th« 


deduction 


would have been allowed on the 


inge loss 


* Ar 55(c), Law 11.682/52; Art. 137, 
No. 6.188/52, Argentina; Art. 199, 
24.239/47, Brazil: Accorddo No 
ber 4, 1945), Diario Official, IV, 
1945, p. Cl, I. C. C., 
Decree-Law No. 82/53 
189/53, Paraguay: Art. 20(e), Law No. 7.904/34 
Peru; Arts. 34(b), 37, Decree of July 11, 1945 
Uruguay. Rodrigo Mazure, Los Impuestos y la 
Revaluacién del Activo en las Sociedades Anéni- 
mas (Lima, 1953), p. 60 

” Art. 199, Decree No 

"In re B. Graeser, 8 
76 Sem. Jud., 5a. Epoca, 4644, S. Ct.. 

7% Silberstein, Las Diferencias de Cambio y el 
Impuesto a los Réditos, in Jur. Arg. 1950---IV 
Doctrina, p. 78. col. 2 (Argentina) 


Decree 
Decree No. 
19.396 (Septem- 
November 11, 
jrasil; Art. 35, par. 4, 
approved by Law No 


24.239/47, Brazil 
en C. (June 14, 1943) 


Mexico 


Currency Depreciation 


In normal exchange operations, normal dif- 
ferences (other than 
operations) which result 
sion of an indebtedness 
than the 
deductible 


capital-investment 
from the conver- 
into another cur- 
one originally stipulated are 
“when payment or novation 
takes place,” or on the date of “receipt o1 
employment,” at the official rather than 
the banking rate of exchange.” 
that in such 


rency 


This means 
made, the 
exchange difference is to be determined by 
revaluing the unpaid balance in the original 
currency until payment, at 
differences should be 
basis of the new 
really seeks to 
nominal foreign-exchange 
the purpose ol 


case conversion 1S 


time the 
considered on the 
What the law 
is the making of 


which 


currency. 
prevent 
conversions tor 
taking advantage of losses 
differences in order to lower 
the taxable profits; but it does not forbid 
revaluations on unpaid balances in the ori- 


ginal currency.” 


on exchange 


The law provides that there should be a 
uniform bookkeeping system to determine 
the deductible exchange differences and that 
the rates should be those fixed by the 
proper authorities for each type of operation 
on the day it takes place.” It also provides 


that in order to determine the exchange 
profit or loss actually taking place, one of 
the following rules must be adopted, at the 
re) “Fr, 


balanc es, in 


option ot the taxpayer 
praisal of the 


case the 


Annual reap 
uny aid which 
differences resulting by reason 
thereof shall be computed, as also the dif 
ferences accruing between the last appraisal 
and the amount of the total or partial pay 
ment of the balance S; IL) Direct differences, 


that is, those 


between the values 
books and the 


partial payment of 


existing 
originally in the 
amount of the 


entered 
total or 
the balances.” 


When the taxpayer has made his election, 
he is not permitted to change it without the 
consent of the revenue authorities.” 


11.682/52; Art. 135, Decree 


% Art. 55(a), Law 
No. 6.188/52, Argentina 
Republic); Art. 35 
proved by Law No 
of finance) Art 
Uruguay 

’ Art. 55, par. 2, Law 
Art. 35(a), Decree-Law No 2/53, approved 
by Law No. 189/53, Paraguay; Art. 35, Decree 
of July 11, 1945, Uruguay 

® Art. 55, par. 2, Law 11.682/52 
Art. 35, par. 3, Decree-Law No. 82/53, approved 
by Law No. 189/53, Paraguay; Art. 35, par. 2, 
Decree of July 11, 1945, Uruguay 


(Central Bank of the 
Decree-Law No. 82/53, ap- 
189/53, Paraguay (ministry 
34(2), Decree of July 11, 1945, 


11.682/52, Argentina 


Argentina 





From the taxpayer's point of 
reappraisal is 


in cases of inflation, 


view, the 


method of quite convenient 


when the domestic cur 
undergoes 


rency depreciation 


differen« es 


which pro 
which may be 
cases On the 
method of direct 


duces exchange 
substantial in 


hand, the 


some other 


differences is 


convenient in valorization of the 


cases of 


domestic currency in 


its exchange relation 


to a situation of greater inflation in the 
country whose currency is the basis of the 
operation, because it holds up the exchange 
gains until they are This 
explains provided that 
when one method has been adopted, it can 


not be changed without official authorization.” 


Is a favorable exchange difference which 
accruc to a taxpayer 


actually realized 
why the law has 


from the conversion 
of foreign currency to depreciated domestic 
currency to be treated as (1) capital equiva 
The 
Chile, 
depreciation of the currency has 
' 
reached disturbing proportions 


lence, (2) capital gain or (3) profit? 
question has been much debated in 


here the 


Let us consider these three situations 


(1) A numerical difference resulting from 


the conversion of foreign currency to de- 
preciated domestic 
the etting uf 


gain, but a 


currency at the moment 
»f the capital is not a capital 
capital equivalence, 
same capital expressed im a 

Vhis 

Istilleros 
Internos,” 


that is, the 
different cut 
arose in the case of 
“Las Habas”’ S. A. v. Im 
tacts were as 
The company (“Las Habas”) put 
£75,000, 


revenue 


rency issu¢ 
Soctedad 
puestos 


follows 


where the 


cha ed a drydo« k Tor 


the prior con ent ot the 


which, with 
ottice, was 


carried i! its books at the 


othcial rate of 
of $3,200,000 national 
currency Lpon the loss in 1940 of the 
drydock then valued at $18,735,010 
national cur y, the 


exchange in the sum 


which was 
receive d 


sum of £79,706 as 
indemnity, which was equivalent to $9,564,720 


company 


irom the insurers the 


onal currency. The question involved 


ther the difference be 
tween $3,200,000 and $9,564,720 was taxable 


profit. The Supreme Court of Chile said:* 


exe hang r 


invested 


drydock, and 


“As we have seen, the company 


£75,000 in the purchase of the 


See footnote 72 

Javier Cristi Taulis and Diego 
dunate, work cited, p. 350, col 
who, by way of compromise 


3arrios Al- 

2. A creditor 
receives in pay- 
ment of a credit in gold currency an amount in 
notes lesser in value than the money loaned a! 
though numerically larger, does not receive 
a profit, benefit or additional proceeds which 
constitute income subject to the tax Direccion 
General v. Corte (January 3, 1939), 36 Rev. Der., 
Jur y C. Boc., Pt. 2a., Sec. 1, p. 426, S. Ct 
Chile 


62 January, 


1955 @ 


received on the insurance £79,706: and since 
it was much more at the time ol 
the disaster ($18,735,010) it is manifest that 
the conversion to Chilean 
£75,000 received for the disaster is not a 
profit or benefit but merely the same value 
expressed in 


worth 


currency ot the 


another currency; and inas 
£75,000 invested in the pur 
chase of the drydock represented a definite 
amount of corporate capital, the share 
holders were entitled to withdraw the entire 
capital or its equivalent in Chilean cur 
rency; therefore, the higher amount which 
the £75,000 were worth in Chilean pesos 
when the sinking of the drydock happened, 
cannot be computed as profit or benefit.” 


much as the 


(2) A numerical difference which accrues 
from the conversion of foreign currency to 
depreciated domestic currency is a capital 
gain when the foreign currency has, at the 
moment of the conversion, a higher value in 
relation to the domestic currency.” The 
case of Sociedad Anénima Ganadera y Comer 
cial Menéndez Behety v. Impuestos Internos™ 
shows that the company (Menéndez Behety) 
had been organized with a capital of £890,000 
divided into £1 shares. In 1939 the com 
pany reduced its capital by 50 per cent, re 
turning £400,000 to the shareholders At 
the time the company was organized, the 
Chilean currency was worth $40 to £1, and 
when the capital took place, it 
was at $130 to £1. The tax administration 
claimed that the difference of $36 million 
constituted income to the shareholders and 


was taxable 


reduction 


The Court of Appeals of Santiago held™ 


that the exchange difference was not income 
because the difference accrued from a “theoret 
ical reduction to Chilean currency of capita 
contributed 
and that 


sidered 


originally in foreign currency” 
such difference could not be con 
“fruit of that capital, but is the 
capital represented in 


g | he 


court ot appe als, 


same a different cur 


rency supreme court 


affirming the 
said that in setting 


capital in a foreign currency the 


exercised a gn recognized by 


law; that in voting to reduce its 


one half and refund to the shareholder 


* (October 21, 1947), 45 Rev. Der., Jur. y C 
Soc,, Pt. 2a., Sec. 1, p. 251, S. Ct., Chile 

™ Considerando No. 3 

“ Javier Cristi Taulis and Diego 
Aldunate, work cited, p. 350, col. 2 

*" Cited at footnote 39 To the same effect 
Compatia Explotadora de la Isla de Pdscua 1 
Direccién de Impuestos Internos and Sociedad 
Industrial y Gamnadera de Magallanes 1 Im 
puestos Internos, cited at footnote 39 

=P. 467 


Barrios 
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Is a favorable exchange difference 


which accrues to a taxpayer from the 
conversion of foreign 

currency to depreciated domestic 
currency to be treated as 

capital equivalence, capital gain 

or profit? 


other half, it acted also 


that the 
“to deliver in 


pursuant to Chilean 
had the right 
Chilean currency an amount 
equivalent to the which the inter- 
assigned to the latter 
relation to the pound sterling 
on the date of the refund; that 
of that portion of the capital 
capital itself, 
that 
benefit 


law, and company 
value 
national exchange 


currency in 
the refund 
affects the 
and that it does not appear in 
there has been a 
VM hi h 
the capital of those favored by the 
and that the which 


re ceipt or 


any way receipt of 


income or tends to 


increase 
refund; 
that the 
capital does not pro 
capital is in the 
that the shareholders 


reason shows 


part ot the 


duce an fact 


increase oft 
have not received 
what their were 
worth in sterling pounds, which is the cur 


whicl 


even a 


cent over shares 


rency in said shares are quoted.” 


(3) In Chile, the income tax law of 1940 
No. 6.457 ° was amended in 1941 by Law 
No. 7.145," to read as follows 


“In cases of taxpayers whose capital con 


sists of or 1s expressed in foreign currency, 
any difference obtained in legal tender pesos 
over the same number of pesos paid or cot 
tributed by 
at the rate 
N« 5.107 
April 19, 


pe SOs pe! U 


each unit of foreign currency, 


of exchange fixed prior to Law 
[Exchange Control Law], of 
1932 [$40 pesos per £1; $8.25 
> $1], shall be subject to the 
[Second Negotiable 


such capital is 


tax in this 


Securities |, 


category 
when reduced 
each time that a part of 
refunded to the 


it, even 


to legal tender, or 
it 1s one who contributed 
refund is 
eign currency, in which case, 
the said difference, the 
the National 


when this made in for 
to determine 
fixed by 


Council for its 


exchange 
Foreign Trade 


ll«{ 
‘Par. 4 was added to letter (c) 
See also Art. 16, Law No. 7.144 of 1942—ex 
s profits tax law 
“ Alvarado Rencoret Bravo, El Impuesto sobre 
la Renta (Santiago, 1950), p. 83. The statute has 
adopted the broad definition of ‘‘income’’ as all 
revenues which constitute profits or benefits 
whether they are received regularly and more 
than once, and without taking into account the 
reason why they come into the hands of the 
Betteley y Cia. 8. A. C. v. Impuestos 


taxpayer 


Currency Depreciation 


own assets, shall be taken as the equivalent 

in legal tender of the foreign currency.” 
The 

Yc), 


1946." 


Under this statute. as it now 


Article 
8.419 of 


foregoing 
paragraph 4, of 


provision is now 


Law No 


stands, any 
when 
capital which has been set up or expressed 
to Law No. 5.107 
into Chilean currency 
taxpayer in 
foreign currency, is liable to the 


exchange difference which accrues 
in foreign currency 
of 1932 is converted 
or refunded to the 


mestic or 


prior 
either do 


. 86 
tax of the second category 


The purpose of this law, it has been ex 
plained,” is to place taxpayers who set up 
or express their capital in Chilean currency 
and 


those who do it in 


loreign currency 


let us assume the case 
1931: the 
“A” Company, with a capital of $40 million 
and the “B” Company, with a capital of 
£1 million. If 
their 
$90 million, the tax 
follows, except for paragraph 4, letter (c) 
of Article 9, quoted The 
ee. i would pay the 
second-category tax, ac¢ ording to paragraph 
the distribution of $50 


on the same plane 
of two companies organized in 


both companies liquidated 
1950, and 
situation 


each earned 


would be as 


businesses in 


above share 


holders of Company 


2 of letter (c),” on 
million of accumulated funds—the difference 
between the value of the 


nominal shares 


and the amount actually received upon the 
liquidation of the Shareholders 
Cn A that 
they value of 
their 


company 


ompany could justly claim 


could not pay the nominal 
shares out of the proceeds of the 
pound sterling 


$90 in 


liquidation, because each 


today is worth more than national 


currency. The advantage which the share 
holders of “B” Company 


¢ 


enjoy in relation 


o the shareholder “a "A" 


Company 1s 
clear. The 
+ of 


the difference 
over the 


advantage disappears under para 


graph letter (c), according to which 
received in Chilean currency 
number of pesos which the capital 
in foreign curt converted 
“at the rate of exchange fixed prior to Law 
No. 5.107 of April 19, 1932,” must be com 
puted as income of the second category. In 


effect, the £1,000,000, converted into Chilean 


ency represents, 


Internos (May 26, 1948), 45 Rev. Der., Jur.,yC 
Soc., Pt 2a Sec l p. 566, 8S. Ct Chile 
(Considerando 11) 

’ Bravo. work cited, p. 84 

“ Par. 2 of letter (c), Art. 9. 
of 1946, reads “The direct 
fits assigned to shareholders, founders, partici 
pants, whether in cash, paid-up shares or shares 
subscribed at special prices, distribution of ac 
cumulated funds, profits in kind and the like 
are likewise subject to the tax." 


Law No. 8.419 
rights or bene 


63 








currency at the rate of $40 pesos per £1, 
comes to $4 million. Since the shareholders 
would receive $90 million, it would appear 
that in the cases of the shareholders of 
both companies, they would each pay the 
tax on the difference of $50 million national 
currency 


Let us now show how the tax works: 
The “X” Company, organized in January 
of 1931, and made up of Partners A, B, C 
and D, possesses a capital of £100,000, con 
tributed by the partners in equal shares. 
Partner A withdraws from the company 
and receives his share of £25,000. In order 
to apply the tax, the rate of exchange of 
the pound sterling should be computed on 
the basis of what it was prior to Law No 
5.107, of April 19, 1932, and as to the pounds 
sterling which are returned to Partner A, 
at the rate of exchange which the National 
Foreign Trade Council has fixed for its 
own liquid assets. Thus 


£25,000 at the rate of exchange of 

$150, national currency, fixed by 

the National Foreign Trade Coun 

cil for the pound sterling on its 

own assets $3,750 


£25,000 at the rate of exchange of 

$40, national currency, according 

to quotation on the pound sterling 

prior to Law No. 5.107, of April 

19, 1932 1,025 





Difference which is subject to the 
19.5 per cent tax (Normal tax: 13 
per cent; extraordinary tax: 2 per 
cent; surtax: 4.5 per cent) of the 
second income category (see Iri- 
zarry y Puente, Latin American 
Business Taxes, page 65) $2,725 


Capital set up after April 19, 1932—effec- 
tive date of Law No. 5.107—will be com- 
puted at the rate of exchange carried in 
the books of account.” 


There is one important case in Chile— 
Compania Chilena de Electricidad v. Impuestos 
Internos”—involving this statute. The per- 
tinent facts were these: Appellant (CCE) 
was indebted on a pounds sterling bond 
issue which bore interest of 8 per cent per 
annum, payable on March 1 and September 


"Above computation is taken from Jorge 
Robles Guzman, Manual para la Aplicacién de 
las Leyes Tributarias (4th Ed., Santiago, 1952), 
p. 250 

” (November 14, 1948), Gac. Tribs. 1948, p. 
227 (Sent. No. 41), S. Ct 

" Considerando 2. In Compaiiia de Cervecerias 
Unidas v. Fisco (July 25, 1941), 39 Rev. Der., 





1 of each year. The bonds were held in part 
by Compania Hidro-Eléctrica “La Florida” 
(“Florida”), by the public and by South 

American Power Company (SAPCO). Pay 

ments were made regularly in pounds sterling 
until the March 1, 1932 installment fell due, 
when it could not be made because the 
control of foreign-exchange operations had 
been established by Law No. 5.107, of April 
19, 1932, and the exchange control commis- 
sion refused permission to make any pay 

ments in pounds. Subsequent payments 
met with the same refusal. Under the cir 

cumstances, the company debited each year 
the interest due, and converted the pounds 
at the official rate of exchange of about $50 
of national currency to the pound; it filed 
its statement of taxes withheld, and made 
payment of the taxes in legal tender within 
the statutory period. Some of the bond- 
holders refused to accept the rate quotation 
of $50, and payments as to them remained 
in abeyance. In 1935 “La Florida” accepted 
payment of the accumulated interest at the 
rate of $60 in national currency per £1 
and, subsequently, agreement was reached 
with other bondholders to pay at the rate 
of $97.08 per £1. 


Considered in the light of the statute, the 
case raises three interesting questions: 


Is the real taxpayer a withholding agent 
in this case appellant, CCE—or the owner of 
the interest paid? ‘The court ruled that ac- 
cording to the income tax law, “the income 
subject to the tax, especially the Second 
Category tax involved here, belongs to the 
owner who is the possessor or holder of 
the transferable securities which produce it, 
and consequently, he is the one who owes 
the tax on that income.” It added that the 
withholding agent “is not the direct debtor 
of the tax, but the one required, com 
pulsorily, to withhold the amount of the tax 
levied on transferable income which he 
must pay to third persons who are the 
owners of the capital from which such in- 
come accrues.” ” The mere fact that a with 
holding agent carries the income in its books 
“as paid ... at the rate of exchange 
selected by it,” but it is not actually paid 
to the owners, is not sufficient to cause the 
tax to be considered “as definitely paid,” 
and the creditors as tax debtors.” Under 
Jur., y C. Soc., Pt. 2a., Sec. 1, p. 129, the Su 
preme Court of Chile held: ‘‘When a company 
withholds and pays the income tax on dividends 
which it distributes to the shareholders, it does 
not discharge a duty intrusted to it by the 
owners of the income but it carries out an 
obligation imposed by law."’ 

“ Considerando 5, first part 
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relation of the price of gold and silver, and 


have a vested right against the effects ot! 





~~ ww =a © 


——— 


the circumstances, “the interest represented 
income of the 
holding of the 


into the 


with- 
tax thereon and its payment 


Treasury, 


bondholders, and the 


was not made for account 
company, but of the 
of the 


creditors, by 
obligation imposed on it by 
It could not claim that the payment 
as final, as if it were its own obligation, 


because debt of 


“since the 
1 volved, the 
subject to the 


amount of the 


another 
payment of the tax 


was 
remains 
changes experienced by the 


income received by the credi 


tors and subject to the tax 


Is a 


under the 


withholding agent (CCl) 
statute to convert or 
domestic currency a payment in 
rency due a taxpayer 


authorized 
“reduc e” to 


foreign cur 


The court held 


since a tax subject to withholding 
ved which affects 


s invol 


income repre 


sented in foreign currency, its conversion 
t domest made on 
person required by law to 


especially when, as has happened 


currency cannot be 
his own by the 
withhold, 


in this case, a disag 
that 


has existe d In 


debtor 
subject to the tax 
required to 
withholding is 
uffered by the 


changes agreed 


reement 
respect between the direct tax 
and owner ot the income 
and the was 
withhold; and therefore, the 


subject to the 


appellant, who 


mutations 


income by reason of the 


upon subsequently with re spect to the con 


7 


version of the currency 


ls a payment of imterest due in foreign cu 
the official rate 
fixed by law, a “difference” between the do 
mestic and foreign currencies, ind subject to 
the taa On this held 
that the difference between the official rate 
of exchange of $50 and the ag 


FENCY, M EXCESS 1f exchange 


question the court 


reed interest 


payments ot $60 and $97.08 as taxabl 


ICON 


‘If subsequent t withholding and 


yment made by 


mpany, 


ances arosé¢ Vn | brought 


circum 


about a 


inge in the income which the creditors 


ould have received, increasing it by sub 


1 
uentiy assigning 


value in do 


1K curren ) h ) ign currency 


vhich it was x] I in relation to 


value wil mpany itself had 


igned to it ithholding and mak 


Considerando 4, first part 

last part 

last part 

Vidland Trust Company of Neu 
Departamento del Tolima, cited at 
footnote 11 In Ling Su Fan wv. U. 8., cited at 
footnote 9, the Supreme Court of the United 
The quality of legal tender of 
coins is an attribute of law aside from its bul 
lion value and renders such coin as the govern 


* Considerando 6 
Considerando 4 
The Marine 


y ork 1 


States said 


Currency Depreciation 


ing the corresponding payment, that highe 


value assigned to the domesti 


currency 


represents imcome foreign cur 


itself, in 
rency produced by the 
and in these 


value 


respective coupons, 


circumstances, since the higher 


was received by the 


evident that it is liable 


creditors, it 18 
to the Second 
making payment the 
withheld it, 
creditors who received it owed it 


Sani 
Category tax, and in 


company should have 


since the 


Conclusions 


As we this 


depreciation in Latin 


approach the end of 


survey 
of the law on currency 


\merica, a few conclusions may be pet 


missible 


Conclusion 1: 


character of “money.” 
Money is an 


instrument of exchange—ot 
commerce a measure ot 
value.” It has 


and 


value Ss “he cause 


itself is both a 


conversion 
value a real value 


possession of these 


and 
trom 
State to hx 


as merchandise, 
values removes it 
any arbitrary 
them Che 
not “create” it; it 


attempt by the 


State, in does 


metallic 
into torm, that 
real money, 


coming money, 
molds a 


intrinsic value 


only 


substance of 


is, attempts to create and im 


poses it on the market as the 


currency of the country, 


recognized 
fixing its value not 


whimsically, but on the 


basis of its metallic 
content, as a unit or point of reference. The 
purpose of money is to serve as a general 


medium of exchange and as a legal instru 


obligations We can 


that money 


ment for discharging 
not agree, 
by the at the state impresses a value 
n it independent of its metallic 
that it is the 


idea of public 


therefore, is created 


State t 
worth or 
political expression of the 


service 


Conclusion 2: vested right in value of 
money.—It has 


} 


been claimed that no one 
vested right in the 


and that since it is 


as a value of 


within the 


money 
power oft 
the state “to control rig 
to alter its symbol of exchange 
forestall threatened 


times ot 


and 
in order to 


orously even 


national bankruptcy in 


financial crisis,” a guarantee 


against an official alteration in the rate of 
that one can 


rules that when the 


exchange is not something 


justly claim One case 


ment has made legal tender subject to such 
reasonable regulations by the police power as 
public policy may require including prohibition 
against exportation, and the exercise of such 
power doe not deprive the owner of his prop 
erty without due process of law even if the 
bullion value in a foreign country exceeds the 
legal tender value in the country of coinage.’ 
See footnote 15 
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relation of the price of gold and silver, and 


the admissibility of the currency in either 
metal change, the relative value of the one 
with re spect to the other also changes. 
“Therefore, the laws which have deter- 
mined the new relation of values have done 
nothing more than to keep to the course 
of natural events, thereby doing no on 


any harm, because if the holders of depre 


ciated currency have suffered harm, that 
has been the effect of economic change, not 
of those laws 

“It follows from the foregoing that 


holders of silver currency 


government do not 


issued by the 
have an absolute right 


to its value in relation to the monetary unit 


or ofhecial standard of values, since that 
relation can change in the course of time, 
and the change may alter the purchasing 
power of such coins As the loss of value 
of a certain species of currency in relation 
to the monetary standard is not, therefore, 


imputable to the lawmaker, the right of its 
holder to that value in relation is not an 
acquired right. If this were not so, and if 
the law could not fix a new relation of value 
among the various coins without regarding 
a measure of this character as contrary to 
the right of property, and as 
forceable, the result would b« 
will not be 


such 
that 
subject to the 
causes which depreciate the cu 
rency, nor could the nation take advantage 
ot the eftects ot 


unen 
individ 
uals action ol 


econom 


said causes, inasmuch as 
it would be always required to receive the 
depreciated currency at its original value in 
relation to the monetary unit, thus sustain 
ing, without any justification, a considerable 
loss represented by the depreciation of one 
or some of the 


species of currency with 


respect to the monetary standard,—a loss 
inevitable natural 


that the 


which, as’'a consequence ol 


economic phenomena, it 1s fair 


olders ot such currency should be ar, just 
is they bear the others which overtak« 
thei businesses by reason of the Salni¢ 


phenomena.’ 


Let us put it this way: If natural eco 


nomic causes beyond anyone’s control bring 


about the depreciation of the currency, a 


| officially to meet the 


state, in devaluing it 


effects of the 
! 


cused 


depreciation, cannot be a 


if depriving the holder of such cut 


rency of a vested right 


If a person cannot 

* Sentencia de Marzo 4, 1913 (Denegatoria de 
Declaratoria de Inexequibilidad), 22 Gac. Jud 
101, 102, S. Ct., Colombia 

” F. A. Mann, work cited, p. 259 

m Cited at footnote 98; The Marine Midland 
Trust Company of New York v. Departamento 
del Tolima, cited at footnote 11 
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have a 


vested right against the effects of 
unavoidable economic phenomena which 
force the state to readjust its currency, 


neither can he have a vested right against 
which phe- 


currency to its 


a state act recognizes such 
and 


inescapable 


nomena contorms its 


consequences 


Conclusion 3: depreciation of currency.— 
Money, as an instrument of exchange, is not 
creature of the state 
mer< handise, its value 


fixed by the state 


the arbitrary - 2 


cannot be caprici- 
ously Its creation and 
its value have always been elements beyond 
the province of government actually to con 
jure up or control But a multitude of 
beyond the control of 
government depreciate the 
currency, as the 
vincingly 
whether 


action 


cconomic tactors 


finance or may 
history of 
illustrates. Its 
through natural 
entail responsibility 
under customary international law, to those 
adversely affected by it.” 


money con 
depreciation 
causes or official 
cannot state 
Che loss, in such 
cases, must be borne by the owner of the 


currency, and should be attributed to its 
primary cause: the action of the market.” 
“The phenomena of debasement and rise 


in the currency should 
treated differently 


101 


not, in justice, be 
other fluctua 
The Columbia Suprem« 


Court expressed this thought as follows: ™ 


“When the government has placed vari 
ous coins in circulation, the 


irom any 
tions of value 


relative value 
of some with respect to the others, has been 
determined by law, and it is to be presumed 
that the lawmaker has taken into account 
the price of the various metals which have 
minted, and the 
culation of the 


larger or lesser cit 


ones or the 


been 
others in the 
as the 
metals out of 


volume of business. But 
the price of the 
coms art 


relation of 
which the 
minted, as well as the preference 
which some have over others in circulation, 


time, it 1s logical 


varies with the lapse of 
and equitable that the 
have the right to fix anew the relation of 
the values of the different 


the public needs so demand it 


lawmaker should 


coins issued, if 


Two exceptions should be noted in this 
connection 

A state would be guilty of 
delinquency tf it abused its authority over 
monetary legislation and practice for the de 
liberate purpose of injuring foreigners.” 


an international 


™ Nacion Argentina v. 
gust 20, 1947), 208 Fallos 164, 174, S. Ct., Ar- 
gentina Followed in 218 Fallos 239 and 222 
Fallos 163, S. Ct., Argentina. 

m Cited at footnote 98 

mF A. Mann, work cited, p. 262 


Federico Dumas (Au 
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A state would be guilty of 

an international delinquency if it 
abused its authority 

over monetary legislation and 
practice for the 

deliberate purpose of injuring 
foreigners. 


Let us ask ourselves 
study of 


Does the foregoing 
currency legislation in Latin America 
suggest any 


abuse by the 
roreign 


possibl area Io 


state in detriment of 


investors? 
area in the 


thinking of Argentina 


There seems to be one such 


current economk 


In a country where an economic philoso 
phy advocates (1) that the currency is an 
instrument of politics, and the Chief Execu 
tive, not the Congress, regulates it, (2) 
that it is a creation of law, (3) that its value 
does not depend upon its metallic content 
and the law of supply and demand, but upon 
the authority of the 


and (4) 


powel! of the 
that it is a 


state, 
monopoly of the 
and politics is its quintessence, and where, 
result of these 
character of money 


state 


as a novel 


theories, the 
as a medium of exchange, 
as an instrument of commerce, as a measure 
of values and as merchandise is secondary 
to the political element, it is quite possible 
that, upon any pretext, an Executive decree 
could debase the value of the currency to an 
extent 


where it would amount to confisca 


tion, or would destroy its purchasing power 
purposes al 
In that climate, while President 
rrect in complaining about 
effects of capital known as 
hot money, he should be equally aware that 
foreign would be 


ce plore, the 


for international exchange 


together 
Perén seems c 


the harmful 


investors just as appre 


hensive adulterous 


about, and 


money that might follow as a sequel to his 


economic philosophy 


A state 
linquenc 


would commit an international de 
also if tt abused its authority over 
monetary legislation and practice in Violation 
of treaty stipulations regarding the value of its 
urrency 


F A. Mann, in his 
“Money in Public 
this observation 
velopment of an 


excellent article 


aes 


’ 


International 
“The 


ettective 


makes modern de 


public inter- 


i See footnote 1 

“The British Year Book of 
Law 1949, pp. 265-266, 267-268 

1% Fiasco v. Compafiia de Teléfonos de 
(July 24, 1948), 45 Rev. Der., Jur., 
Pt, 2a., Sec. 1, p. 644, S. Ct., Chile 


International 
Chile 
y ©. Boc 


According 


Currency Depreciation 


national law of 
Articles of Agreement of the 
Monetary Fund concluded in 


ton Woods.” 


others, such 


money 


stems from the 


International 
1944 at Bret 
This agreement—along with 
as the Convention for European 
and the General 
Tariffs and Trade, adopted 
1947 has brought about a 
concomitant restriction on the state’s sovet 
eignty in currency and Mr. Mann 
have become 
No member of the 
Fund 
currency’s pal 


Economic Cooperation 
Agreement on 


at Geneva in 


matters; 
three rules 
discernible: (1) 
International Monetary 


mentions which 


clearly 


may at its 
discretion change its 


2?) No member of the 


value 
International Mone 
shall engage in, or 


tary Fund 


permit its 
fiscal agencies to engage in, any discrimina 
tory currency arrangements or multiple cur 
rency practices except as authorized by the 
agreement or approved by the fund (Article 
VIII, Section 3) (3) It is a 
duty of the 
Monetary Fund to achieve and maintain a 
multilateral system of 
ot current transactions 


paramount 


members of the International 


payments in respect 


Chile, one of the signatories of the Bret 
ton Woods Agreement, approved it by Law 
No. 8.403, of December 29, 1945 (Article 1), 
and provided as follows (Article 16): “The 
obligations which shall been con 
tracted in the legal currency fixed by 
Article 1 of Decree Law No. 606, published 
in the Diario Oficial for October 14, 1925, 
shall continue to be paid same nu 
merical amount of Chilean pesos expressed 
in the 
be the 


have 


in the 


obligation, whatever 

fixed 
peso and gold.” The 
this that 
equivalence of the 


respectiv« may 


Chilean 
supreme court said in 
Article 16 adopts the 
Chilean 
national gold currency 
cree-Law No. 606, of 


relatior between the 


connection 
with the 
established by Ds 
October 14, 1925, as 
a means ot settling obligations im currency 
to which it specifically 


peso 


refers or, in other 


rds, it recognizes in the Chilean peso the 


ame liquidating said 


force as the national 
gold currency has with respect to the ob 


ligations in contracted in 


money national! 


gold currency Decree-Law 


No. 606 


We cit Chilean situation to 
out the extent to which the 


alter passage ot 


this 


point 
monetary sover 
eignty of the sis 


Woods 


natories of the Bretton 


united 
[The End] 


to Decree-Law No. 606, of October 14, 1925 
‘The monetary unit of Chile shall be the ‘peso’ 
and shall have one hundred and eighty three 
thousand fifty seven millioneth (183057) of fine 
gold (Art. 1.) 


Agreement has been 
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One Should Use Discretion in the Nature and 


Purposes of Expenses Claimed as ‘‘Business Expense”’ 


Deductions as Well as in Amounts Spent Therefor 


The Corporate Executive and 


executive * has 
with which the 
salesman and the independent entrepreneur 
have been able to use the 


iol salaried’ corporate 
long coveted the ease 
“business ex 
deduction to realize a higher take 
home pay out of gross incomes of substantially 
level as his. Moreover, the lack 
of this deduction, especially 


pense “ 


the same 


when coupled 
with the fact that salary 
to be 


scales have tended 


somewhat lower 


than the remunera 
tion available in the selling and enterpre 
neurial fields during the period, 


has contributed to the increasing difficulty 


postwar 


many corporations have experienced in at 
tracting talented men away from these fields 
and into the salaried class 


Thus, it is not inaccurate to say that the 
unavailability of these deductions has been 
one of the factors leading to the adoption 
of such tax-advantageous incentive programs 


as pension and profit-sharing plans, and 
group life and hospitalization insurance 
plans as well as being the primary impetus 


for the increasingly widespread policy of 


reimbursing the executive for as many ol 


his business expenses as possible In ad 


dition, although many executives 


corporat 
have t« nded to look at the busine ss expens¢ 


deduction with 


those 
have attempte d to use it for expenses which 


a jaundiced eye, 


are incurred fot benefit 


and which cannot practicably be made sub 


the cor poration’s 


jects otf a 


able to 


reimbursement 


plan have been 


secure recognition by the courts, 


albeit sporadically and sometimes with mis 


To use 


the words of William Jennings Bryan 
in his 


“Cross of Gold’ speech at the 1896 Dem- 
ocratic National Convention in Chicago 
the man who is employed for wages is as much 
a businessman as his employer 

: Although the discussion herein has been pre- 
sented in terms of the corporate executive, there 
is no intent to indicate that the reasoning does 
not apply with equal force to either other em 
ployees or other forms of business organization 
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Ziv ings, of the 


appropriateness of its ap 
plication to the 


“business expenses” of an 
employee as well as to those of a salesman 
or an entrepreneur, 


However, in recent months many of the 


businessmen’s information services, news 
letters and report bulletins have been telling 
the corporate executive the 
wherefore of how he 


of thes« 


and the 
to lose most 
The news is that the 
Revenue is 


why 
is about 
deductions, 
Bureau of Internal “clamping 
on them, ostensibly because of the 
widespread abuses in the past but perhaps 
really because it is felt that they are neither 
justified nor justifiable in any 
the extent that the 
the Commissioner 


down” 


event. To 
executive is told that 
will require adequate 
proof (when in the past something less has 
been accepted) of the validity and amount 
of each item claimed as a 
deduction, he is 
But, to the extent that he 
omit 


“business ex 


pense” done a 


Service 
has been led to 
which he can and should 


deduct as “business expenses,” he has been 


expenses 


done a disservice 


Certainly no deny that the 
corporate executive is olten require d 


specifically or by 


one will 


, either 
“understanding,” to incur 
without reimbursement certain expenses that 
ultimately for the 


the corporation but 


not only are benefit of 


which he would neve1 
have incurred had it not been for his em 


ployment.” Moreover, many of these ex 


penses, no matter how necessary to the 


maintenance of the executive’s position, 

‘To a certain extent the Commissioner grants 
that an employee as such can incur deductible 
“business expenses.'’ The instruction booklet 
for 1953, How to Prepare Your U. 8. Income 
Tar Return, states on p. 6 that an employee 
may deduct ‘‘other expenses which are ordinary 
and necessary in connection with your employ 
ment,’’ and on p. 11, ‘“‘If you work for wages or 
a salary, you can deduct the ordinary and neces 
sary expenses which you incur for 
ployer’s benefit.’ 


your em 
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By DONALD C. OSMOND 


Member of the Massachusetts 
and New York Bars 


he Business Expense Deduction 


cannot be made the subject of reimburse 


ment plans both because the corporation 


justifiably considers them to be part of the 
executive's “cost” of earning his salary 
and because any satisfactory plan of reim 


bursement difficult 


viewpoint 


would be and costly 


Irom an accounting 


and could 


be abused too easily. However, since the 
Internal Revenue Code provides only that 
“There shall be allowed as a deduction all 


the ordinary and necessary expenses paid 


or incurred taxable 


during the 
carrying on any 


year in 
trade or business” * and 


fails to define either 


Sary Or 


“ordinary and neces 
“trade or business,” the Commis 
sioner has great latitude in questioning all 
such deductions.’ Thus, to the extent that 
cautioned that he 


since the 


the executive is 
keep adequate 


sione r 


must 
Commis 
them, h« 


records 
henceforth will question 
has been wisely forewarned 


Yet, he must do more than merely keep 
records of the amounts and 


immediate pur 
poses and place I acl 


expenditure claimed 


as a “business expense.” He 


must also 


‘Sec. 162(a) It should be noted that the 
new Internal Revenue Code has not made any 
changes of substance over Sec, 23(a)(1)(A) of 
the old Code 
118, See 
tory language 
tions 

“It must be remembered that the 
proof is always on the taxpayer, Louis Boehm 
CCH Dec, 9652, 35 BTA 1106 (1937). even to the 
extent that any determination by the Commis 
sioner is presumptively correct, Welch v. Hel 
vering, 3 ustc § 1164, 290 U. S. 111, 54S. Ct. 8 
(1933) 

rhe Third ¢ gone so far as to say 
that perhaps ordinary and 
businessman's expense 


* Regs 39.23(a)-1, repeats the statu 


also without attempting defini 


burden of 


reuit ha 
necessary’’ in a 
items is not a 
appropriate for litigation, Chester Distributing 
Company v. Commissioner, 50-2 ustc © 9464. 184 
F. (2d) 514 (CA-3) 

* The meaningful definition attempted 
appears to be that in Frank H. Sullivan, CCH 
Dec. 48, 1 BTA 93, 94 (1924) 

Business expenses are 


subject 


most 


where it was said 
those incurred in pro 


Business Expense Deduction 


be able to establish both that the 
incurred in a “trade or 
they were 


expenses 
were 


that 


business” and 


“ordinary and necessary 


therein.” It is the purpose of this 


kinds of 


article 
that the 


to make this 
proof and thereby to secure the deduction 


evidence 
executive must have in order 


to show the 


despite the new policies of the Bureau 


There has never been a statute or a regu 


lation which 


define either 
“ordinary and necessary” or “trade or busi 
ness.” Moreover, the courts 


tempted to either set 


attempted to 


have not at 
standards’ or render 
definitions” but have chosen 
the problem on an ad ho 
held that all 
granted merely through “the grace of the 
and that therefore the taxpayer 
must clearly establish a statutory right to any 
deduction which he 


the employee has 


to approac h 
Also, it 


deductions are 


basis ‘5 


has been 
legislature’ 


claims.” Consequently, 
been in an 
uncertain position when he 


to secure the 


especially 
has attempted 
“business expense” deduction 
for expenses which he incurs in connection 


vith his employment. The 


resulting rule 


ducing, or in the expectation of producing 
revenue to the business, as distinguished from 
expenses incurred for the convenience, comfort 
or economy of the individual in pursuing his 
business.”’ 

*For example, Commissioner wv. Heininger, 
14-1 ustc 19109, 320 U. S. 467, 64 S. Ct. 249 
(1943), where it was said that 
pense’ and ‘ordinary and necessary’ § ar 
doubtless pure questions of fact in most in 
stances’''; and Deputy, et al., Admrs, v. Du 
Pont, 40-1 ustc § 9161, 308 U. S ink 60 S. Ct 
363. See, also, Note, “Judicial Interpretation 
of the Ordinary and Necessary Clause,’’ 54 West 
Virginia Law Review 150, where it was rather 
despairingly stated that since there is no single 
standard, there is not and can be no uniformity 
of results 

“For example 
Du Pont, cited at 
Ice Company, Inc. v 


‘business ex 


Deputy, et al., Admrs, 1 
footnote 9: New Colonial 

Helwering, 4 ustc % 1292 
292 U. S. 435, 54 S. Ct. 788 (1934); and Avery 
v. Commissioner, 36-2 ustc ¢ 9385, 84 F. (2d) 905 
(CCA-T) 
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of strict construction of all deduction pro- 
visions ™ nurtured the doctrine that 
expenses were “ordinary and 
incurred in the em- 
ployer’s and not\the employee’s “trade or 
business” and were therefore the employer's 
and not the employee’s deductions.” 


has 
even if the 


’ 


‘ 


necessary,” they were 


However, in Schmidlapp v. Commissioner,” 
Judge Learned Hand seems to have dis- 
posed of this specious argument with finality * 
in saying: “It is no answer to say that 
[the expenses] were for the bank’s benefit; 
so were all the taxpayer’s services; if it 
did in fact give him to understand that 
he was to extend a factitious hospitality 
in its interest, the cost of it 
sary expense of his office 
should be unquestionable 
fact that the 
ployer’s 


was a neces- 
a. 
that the 
expenditure is for the 
primary benefit 


the deductibility, for it 


mere 
em- 
lessen 
is because the em 


should not 


‘For example, Hquitable -Life Assurance 
Society v. Commissioner, 44-1 ustc { 9258, 321 
U. S. 560, 564, 64 S. Ct. 722, 724: New Colonial 


Ice Company, Inc. v. Helvering, cited at footnote 
10; and Hess v. U. 8., 47-2 uste { 9374, 74 F. 
Supp. 135 (DC Minn.) 

"This doctrine appears to have been first 
used in BH. 8. Frischkorn, CCH Dec. 2560, 7 
BTA 431 (1927); was more widely used after 
Hal B. Roach, CCH Dec. 6348, 20 BTA 919 
(1930); and should have died with Schmidlapp 
v. Commissioner, cited at footnote 13, below; 
but recently has been revived by Jacob M. 


Kaplan, CCH Dec. 19,957, 21 TC 134 (1953); 
Alexander Milne, Jr., CCH Dec. 17,206(M), 


8 TCM 858 (1949); Fred F. Fischer, CCH Dec. 
15,797(M), 6 TCM 620 (1947); and Cecil P 
Stewart, CCH Dec. 15,094(M), 5 TCM 229 
(1946) 

8 38-1 ustc { 9285, 96 F. (2d) 680 (CCA-2). 

™ See Note, ‘‘Deduction of Expenses Incurred 
for the Benefit of Another,"’ 66 Harvard Law 
Review 1508, 1509 

Case cited at footnote 13 

" Note cited at footnote 14. 

" The concept of an employee being in the 
“trade or business’’ of being an employee ap- 
pears to have been advanced prior to this case 
for, in Ralph C. Holmes, CCH Dec. 10,029, 
37 BTA 865 (1938), it was said that the presi- 
dent of Texas Company was in ‘‘the business 
of being chief executive of an oil corporation 

Accord: Peoples Pittsburgh Trust 
Company et al., CCH Dec. 6518, 21 BTA 588 
(1930); and gee, also, Benjamin Abraham, 
CCH Dee, 15,976, 9 TC 222 (1947): Ralph D. 
Hubbart, CCH Dec. 14,149, 4 TC 121 (1944): 
Stella Penn, et al., Exrs. v. Robertson, 39-2 
ustc { 9666, 29 F. Supp. 386 (DC N. C.), aff'd, 
40-2 ust< 


{ 9707, 115 F. (2d) 167 (CCA-4). 
"For example, allowing the deduction: J. 
Gordon Gaines, Inc., CCH Dee. 18,221(M), 10 
TCM 284 (1951); Paul McWilliams, CCH Dec. 


17,901(M), 9 
Drayage @ 
14,656(M), 


TCM 866 (1950); and Walkup 
Warehouse Company, CCH Dec. 
4 TCM 695 (1945). Contra: Azel 8. 
Stokby, CCH Dee. 19,793(M), 12 TCM ‘T61 
(1953); and George W. Megeath, et al., CCH 
Dec. 2100, 5 BTA 1274 (1927). 
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ployer expects it that it is in reality a 
“business expense.””™ It should be noted 
that the implied basis of Judge Hand’s 
opinion was perhaps not original in theory.” 

Therefore, where the executive is able 
to establish, first, that the expense was 


incurred for the corporation’s benefit and in 
the course of his employment, and, second, 
that it was “ordinary and necessary” there- 
to, he should be able to sustain the validity 
of the deduction. 
decisions both allowing 
the deduction for such 
penses of the 
travel 


There have been many 


disallowing 
unreimbursed ex- 


and 


corporate executive as the 


expenses of his wife,” the expenses 
of entertaining the corporation’s customers 
and prospective customers both inside ” and 
outside ™ the executive’s home, the expenses 
of entertaining his subordinates in tne cor 
poration, again both inside” and outside ™ 


his own home, the executive’s club dues,” 


’ For example, allowing the deduction: EHd- 


win R. Fisher, CCH Dec. 19,040(M), 11 TCM 
607 (1952): Bailie W. Vinson, 45-2 ustc { 9374 


(DC Okla.): and Schmidlapp v. Commissioner, 


cited at footnote 13 Contra: Chester Dis 
tributing Company, CCH Dec. 17,133(M), 8 TCM 
689 (1949), aff'd, 50-2 ustc { 9464, 184 F. (2d) 
514 (CA-3): Freda W. Sandrich, CCH Dec 


15,095(M), 5 TCM 234 (1946); 
cited at footnote 12: 


Cecil P. Stewart, 
Walkup Drayage & Ware 
house Company, cited at footnote 18; and 
Julius C. Henricks, CCH Dec. 17,279(M), 8 
TCM 993 (1943) 

* For example, allowing the deduction Ed- 
win R. Fisher, cited at footnote 19; Vincent 
Treanor, CCH Dec. 18,242(M), 10 TCM 336 
(1951); J. Gordon Gaines, Inc., cited at footnote 
18: Donald V. Murphy, CCH Dec. 18,209(M), 
10 TCM 272 (1951); Grover Tyler, CCH Dec 
17,127, 13 TC 186 (1949); Benjamin Miggins, 
CCH Dec. 16,809(M), 8 TCM 82 (1949); Ben- 
jamin Abraham, cited at footnote 17; Stella 
Penn, et al., Burs. v. Robertson, cited at foot- 


note 17: and James F. Coleman, CCH Dec 
1268, 3 BTA 835 (1926). Contra: Andrew Jer- 
gens, CCH Dec. 18,627, 17 TC 806 (1951); 


Henry T. Roberts, CCH Dec. 16,567(M), 7 TCM 
599 (1948); Fred F’. Fischer, cited at footnote 12 
Cecil P. Stewart, cited at footnote 12; Nathaniel 
J. Hess, CCH Dec. 7231, 24 BTA 475 (1931); and 
Hal EB. Roach, cited at footnote 12 

21 For example, allowing the deduction 
McWilliams, cited at footnote 18 


Paul 
and Abraham 


Wolkowitz, CCH Dec. 17,168(M), 8 TCM 754 
(1949). 
“For example, allowing the deduction 


Harold A. Christensen, CCH Dec. 18,825, 17 
TC 1456 (1952) Contra A. D. Crews, CCH 
Dec. 18,990(M), 11 TCM 511 (1952); and Wilbur 
H. Clayton, CCH Dec, 16,445(M), 7 TCM 349 


(1948). 

*% The taxpayer seems consistently to have 
been denied the deduction for dues of purely 
social clubs almost as a matter of law For 


example, Cecil P. Stewart, cited at footnote 12 
(golf club); A. A. Low, cited at footnote 33, 
below (American Legion); Hal E. Roach, cited 
at footnote 12 (yacht club); Walter J. Monro, 
cited at footnote 33, below (athletic club); 
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telephone and telegraph expenses,” and the 


expense of operating an automobile * where 
it is used at least in part for the corpora- 
tion’s benefit.” However, surprisingly little 
has been written recently in an attempt to 
show the executive what types of proof he 
must offer in order to 


for the deduction.” 


sustain his claims 


In reviewing these cases, one must, of 
realize that the 
be both “ordinary” and “necessary.” * 
regard to 


habitual or 


course, 


expenditures must 
With 
need not be 
that the 
them fre 


“ordinary,” they 
normal in the sense 
required to make 
quently; rather, they can occur 
in an 


taxpayer is 
only 
lifetime, the 
important consideration being that although 
the expense 


once 
individual taxpayer’s 
is unique in his experience, it 
is not unique in the experience of the com 
That is to say, the expense must 
be ordinary in the type of 


munity.” 


business in 


volved.” And, with regard to “necessary,” 
long ago the Commissioner ruled that the 
deduction intended to be allowed is only 


(Footnote 23 continued) 
Arthur B. Chivers, cited at footnote 26, below 
(country club): Franklin M. Magill, cited at 
footnote 33, below (town club); but cf., Orville 
J. Taylor, CCH Dec. 10,948-B (1939 BTA memo 
op.) For membership in a community-service 
type club, see Alexander Milne, cited at foot- 
note 12 (Rotary Club); and A. A. Low, cited at 
footnote 33, below (Kiwanis Club), holding in 
effect that it depends upon the particular facts. 
‘For example, allowing the deduction: Ernest 
Huddleston, CCH Dec. 20,291(M), 13 TCM 395; 
and Julius C. Henricks, cited at footnote 19 
For example, allowing the deduction: Ralph 
D. Hubbart, cited at footnote 17; and Abraham 
W. Ast, CCH Dec. 3215, 9 BTA 694 (1927) 
‘Some additional types of expenses have 
been clearly and consistently disallowed; for 
example, increases in an employee's rent where 
his moving to a higher rental apartment 
necessitated by his promotion to a 
portant position (Cecil P. Stewart, 
footnote 12): even where he is 


was 
more im 
cited at 
able to show 


that this moving was necessitated by his re- 
sponsibility to entertain his employer's cus- 
tomers in his own home (Hdwin R. Fisher, 


cited at footnote 19): the cost of moving his 
family to a new location either because his 
employer transferred him there or because he 
accepted a new position there (Laurence Perry, 
CCH Dec. 17,771(M), 9 TCM 602 (1950); George 
B. Lester, CCH Dec. 5965, 19 BTA 549 (1930); 
Walter Schmidt, CCH Dee. 3932, 11 BTA 1199 
(1928) Baxter D. McClain, CCH Dec. 794, 2 
3TA 726 (1925); and Forrest W. Rice, CCH Dec 
20,287(M), 13 TCM 394); the cost of a nurse- 
maid for the taxpayer's children to enable her 
to work (Mildred A. O’Connor, CCH Dec 
15,004, 6 TC 323 (1946); the cost of maintaining 
an auto to drive to and from his home even 
though it also enhances his employer's gd6od 
will (Arthur B. Chivers, CCH Dec. 1708, 4 BTA 
1083 (1926); and A. D. Crews, cited at footnote 
22): and the cost of an overnight hotel room 
and board where his work forced him to miss 
his commuter’s train (Wilbur H Clayton, 
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the usual or common and essential or rea 


sonably necessary expenses in the operation 
of a business.” Finally, Justice Cardozo said, 
“The standard set up by the statute is not 
a rule of law; it is 


Life in all its 


rather a way of life 
fullness 


answer to the riddle.” 


must supply th 


With these basic concepts in mind, it is 
submitted that in the problem of proving, 
first, that the expense was incurred in the 


course of his employment, and, 
that it 


sec ond, 


was ordinary and necessary, the 
executive should offer evidence and testi 
mony directed toward establishing the fol 


lowing points: ™ 


(1) some direct benefit redounded to the 
company or, where the expense is for 
will,” it had purpose 


nected with the corporation’s business, and 
either the 


“ | 
root 


some definite 


con 


expense was reasonably calcu 


lated to accomplish the end sought or there 
was a 


reasonable expectation of 


benefit to the corporation - 


tuture 


cited at footnote 22; and John 8. Martin, CCH 
Dec. 14,010(M), 3 TCM 626 (1944)). 

7 Perhaps this has been caused by 
statements from the Supreme 
review of the situations would serve no 
useful purpose, for each case should depend 
upon its peculiar circumstances.'’ Commis 
sioner v. Heininger, cited at footnote 9: and 
see, also, Deputy, et al., Admrs. v. DuPont, 
cited at footnote 9 

* Welch v. Helvering, cited at footnote 6 

’ Deputy, et al., Admrs. v. DuPont, cited at 
footnote 9 

” Thomas B. Lilly, et al. v. 
52-1 uste 7 9231, 343 U. S. 90 

"ZL. O. 1045, 3 CB 133 (1920) 

*% Welch v. Helvering, cited at footnote 6 

% The taxpayers lost the following cases, and 
in all of them little or no evidence or testimony 
was introduced to substantiate either 
and necessary’’ or ‘‘employer's benefit’’: Marcia 
Silk Mills, Inc., et al., CCH Dee. 20,424(M) 
13 TCM 585; Jacob M, Kaplan, cited at foot 
note 12; A. D. Crews, cited at footnote 22 
Andrew Jergens, cited at footnote 20; Julius C 
Henricks, cited at footnote 19: Alexander Milne, 
Jr., cited at footnote 12 (Rotary Club member- 
ship); Chester Distributing Company, cited at 
footnote 19; Henry T. Roberts, cited at foot 
note 20; Wilbur H. Clayton, cited at footnote 
22; Fred F. Fischer, cited at footnote 12: Cecil 
P. Stewart, cited at footnote 12; Walkup Dray 
age & Warehouse Company, cited at footnote 
18; A. A. Low, CCH Dec. 14,098(M), 3 TCM 
859 (1944); Louis Boehm, cited at footnote 6 
Nathaniel J. Hess, cited at footnote 20; Hal F 
Roach, cited at footnote 12; Walter J. Monro 
CCH Dec. 5865, 19 BTA 71 (1930): Abraham 
W. Ast, cited at footnote 25; HZ. 8. Frischkorn 
cited at footnote 12; George W. Megeath, et al., 
cited at footnote 18; and Franklin M. Magill 
CCH Dec, 1499, 4 BTA 272 (1926). 

* The taxpayers lost the following cases, and 
in all of them the courts indicated that ev! 
dence or testimony of either present or reason 

(Continued on following page) 


such 
Court as, “A 


Commissioner, 


“ordinary 


71 








(2) Upon the belief that it would benefit 


the corporation, either the executive was 
specifically requested to incur the expense 


or the 


nature of his position required that 


he incur it 


(3) The re ason tor the cor poration’s fail 


ure to reimburse was due at least in part 
to the belief that such expenses constituted 
one of the elements of earning his salary 
that the salary level was established, 
at least in a general way, with that thought 


in mind 


Although have 
sustain their claims for the 


and 


able to 
deduction with 


taxpayers been 


out submitting evidence establishing all 


three of these factors, factor 


number three, there have been several cases 


particularly 


which have produced the most extreme re- 
sults on the that the tax 
to establish one of 


ground 
failed 
them, although it did prove the other two 
For James Schulz." a watch 
manufacturer's claim for the business expense 
deduction for the 


sole 


payer's evidence 
example, in 


cost of entertaining buy 


(Footnote 34 continued) 
ably probable future benefits to the taxpayer's 
employer would or might have brought a dif- 
ferent result: Agel 8S. Stockby, cited at foot 
note 18: A. D. Crews, cited at footnote 22: 
Andrew Jergens, cited at footnote 20; Julius 
C. Henricks, cited at footnote 19 (expense of 
entertaining in the taxpayer's home); Chester 
Distributing Company, cited at footnote 19; 
Wilbur H. Clayton, cited at footnote 22: Fred 
F. Fischer, cited at footnote 12; Cecil P 
Stewart, cited at footnote 12; Walkup Drayage 
& Warehouse Company, cited at footnote 18 
(expense of entertaining in the taxpayer's 
home) A. A. Low, cited at footnote 33 
Nathaniel J. Hess, cited at footnote 20; Hal 
BE. Roach, cited at footnote 12; George B 
Lester, cited at footnote 26: Walter J. Monro, 
cited at footnote 33; Abraham W. Ast, cited at 
footnote 25; EB. 8S. Frischkorn, cited at footnote 
12: and George W. Megeath, et al., cited at 
footnote 18 

On the other hand, in deciding the follow- 
ing cases in favor of the taxpayers, the courts 
either mentioned the benefits accruing to the 
taxpayers’ employers or assumed that they 
existed Harold A. Christensen, cited at foot 
note 22; J. Gordon Gaines, Inc cited at foot- 
note 18: Vincent Treanor, cited at footnote 20 
Grover Tyler, cited at footnote 20: Kenneth 
Waters, CCH Dee. 16,873, 12 TC 414 (1949); 
Benjamin Abraham, cited at footnote 17: Ralph 
D. Hubbart, cited at footnote 17; Stella Penn, 
et al., Exrs. v. Robertson, cited at footnote 17; 
James F. Coleman, cited at footnote 20 

rhe taxpayers lost the following cases, and 

in all of them the courts indicated that had 


there been evidence that the taxpayers were 
required either specifically or by the nature 
of their positions to undertake the expense 


involved, it would or might have brought a dif- 
ferent result Frank N. Smith, CCH Dec 
See 2) TC , No. 1ll; A. D. Crews, cited 
at footnote 22; Andrew Jergens, cited at foot- 
note 20; Alexander Milne, Jr., cited at footnote 
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ers (a customary practice in the 
was drastically 


business) 
reduced on the ground that 
during the tax year involved the market 
that the tax 
payer could not possibly have manufactured 
enough watches to meet the demand, thus 
leading the court to conclude that the ex 
penditure could not benefited the 
Similarly, in Harry Boverman,.” 
the taxpayer, a district 
insurance company, 


so strongly favored the seller 


have 
business.” 
manager for an 
who entertained pros 
pective clients without reimbursement from 
the company, was denied the deduction on 
the ground that his employ ment contract ex 


pressly forbade 


his making such expendi 
tures, thus precluding any proof of 
number two. In Franklin M 


and treasurer of 


tactor 
Magill,” the 
a corporate em- 
ployer had been specifically 
to give up his 


secretary 
requested not 
club, 
there; he 


room ata 
lived 


although 


he no longe I 


maintained 
the room for the use of the company’s other 
officers in business 
never using it himself, but 


deduction on the 


entertaining clients, 


was denied the 
ground that his salary 
12; Fred F Fischer, cited at footnote 12 
A. A. Low, cited at footnote 33; Nathaniel J 
Hess, cited at footnote 20; George W. Megeath, 
et al., cited at footnote 18 

On the other hand, in deciding the following 
eases in favor of the taxpayers, the courts 
mentioned that such evidence was important 
Harold A. Christensen, cited at footnote 22; 
Vincent Treanor, cited at footnote 20; Grover 
Tyler, cited at footnote 20; Kenneth Waters, 
cited at footnote 34; Benjamin Abraham, cited 
at footnote 17: Stella Penn, et al., Bars. wv. 
Robertson, cited at footnote 17; Schmidlapp v 
Commissioner, cited at footnote 13; James F 
Coleman, cited at footnote 20 

“ The taxpayers lost the following cases, and 
in all of them the courts indicated that evi- 
dence or testimony that the employees’ salaries 


had been fixed with a view that they would 
bear this expense themselves would or might 
have brought a different result Fred F, 


Fischer, cited at footnote 12; Nathaniel J. Heas, 
cited at footnote 20: Abraham W. Ast, cited at 
footnote 25; and Franklin M. Magill, cited at 
footnote 33 

On the other hand, in deciding the following 
eases in favor of the taxpayers, the courts 
mentioned the fact that the taxpayers’ salaries 
had been established in such a manner Grover 
Tyler, cited at footnote 20; Kenneth Waters, 
cited at footnote 34; Julius C. Henricks, cited 
at footnote 19: Benjamin Abraham, cited at 
footnote 17; Ralph D. Hubbart, cited at foot- 
note 17; Schmidlapp v. Commissioner, cited at 
footnote 13 

7 CCH Dec. 18,128, 16 TC 401 (1951) See, 
also, C. and C. Beverage Company, CCH Dec 
20,454(M), 13 TCM 649 


“For an interesting case where one might 
consider the taxpayer as having proved too 
much benefit to the business, see Alexander 


Milne, Jr., cited at footnote 12 
“CCH Dec. 16,300, 10 TC 476 (1948) 
” Cited at footnote 33 
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fixed with a 


the 


had not been 


ing him to 


view to requit 


pay rent of the club room 


out of such salary 


the introduction 
subjective elements, “belief” and 
will undoubtedly be an anathema 
However, this subjectivity seems inevitable 
for direct 


lo many 
ot the 
“intent,’ 


practitioners 


proof is impossible in dealing 


with such indirect attempts to increase the 


corporation's business and the efficiency of 


its employees as the entertaining of pros 
pective customers and subordinate em 
ployees Rather, one must give weight to 
what the executive thought he would a 
complish and what his superiors wanted 
him to accomplish." To realize this, one 
need only think of Mr. Schmidlapp, a vice 


president of Chase National Bank, who, in 
his capacity as such officer, was required 
bank’s 
home By far 
the most helpful evidence (and virtually all 
that was available to him) 
showed what both he 


he should do 


bank might reasonably be 


Nevertheless, the expense 1s pat 
ently lavish,” the benefits to the corporation 


to entertain many of the 


more im 


portant customers in his 


was that which 
and the bank thought 


and what the results to the 


W he re 


are extremely remote“ or the 


expenses con 


stitute an excessively large percentage of 


the taxpayer’s salary,“ no what the 


matter 


avowed intent of the corporation and the 
executive, albeit bona fide, the Commis 
sioner will undoubtedly secure court ap 


the 
where the tax 


proval for a reduction of 
the 


payer's 


amount ot 


deduction, espe ially 


reliance upon estimates ol the 


about the 
cation of the rule of the Cohan case 
haps this may only be due 


amounts 


brings 


spent * appli 
" Pes 
to the fact that 
a strong flavor of personal as well as busi 
ness benefit often tends to creep into such 


expenditures.* 


Finally, since the executive’s “business 
expense” deduction cases turn on their own 
particular facts, it seems the only conclu 
sion that can be drawn is that discretion 


should and the 


both the nature 
purposes of expenses claimed as 


expense” 


be used in 
“business 
well as in the 
therefor Vhe 
been ingenious in finding 


deductions as 


amounts have 


spent courts 


grounds for deny 


ing the deduction, even in cases where the 
taxpayer would seem to have proved that 
the expense was, to usé the words ot the 


Board of Tax Appeals, for a “primarily 


business rather than social 


personal” ' oO! 
purpose, and that the business benefited ot 
was intended to be 
that this 


the only factor upon which one can ration 


benefited. Oftentimes, 


it seems element of discretion 1s 
inconsistent 
different cases, an 
that our 
have been subject to the somewhat visceral 


Judge Scrutton, 


alize the apparently treatment 


of similar expenses in 


inconsistency which indicates courts 


English 
who rather candidly said 


reaction of the 


it seems to me that the more 
obvious answer is ‘of course he cannot’. 
But when one comes to state the 
reasons why that obvious answer should 


be given, perhaps it is not so easy as say- 


“0 


ing, ‘of course he cannot’.’ 


[The End] 


“A study of 26 leading companies for the years 1939-1952 showed that sales 
had increased 367 per cent, that taxes had increased 1,666 per cent, 

and that dividends to common stockholders had increased only 149 per cent.”’ 
—Paul B. Coffman, president of Standard Research Consultants, Inc. 


“In Schmidlapp wv. Commissioner, 
footnote 13, the court referred to what the 
corporation did in fact give him to under 
stand’ in Harold A. Christensen, cited at foot 
note 22, the referred to the employee's 
“honest and legitimate effort to do a bette: 
job’': and in Stella Penn, et al., Exrs. v. Robert 
son, cited at footnote 17, the court said ‘‘due 
regard should be given to whether the tax 
payer, in good faith, expended such items in 
connection with earning his income 

“ For example, Axel 8S. Stockby, cited at foot 
note 18: James Schulz, cited at footnote 37; 
Martin G. Missir, CCH Dec. 18,297(M), 10 TCM 
417 (1951): Chester Distributing Company, cited 
at footnote 19: Freda W. Sandrich, cited at 


cited at 


court 


footnote 19: and Hal EH. Roach, cited at foot 
note 12 
“See, for example, Jacob M. Kaplan, cited 


at footnote 12: James Schulz, cited at footnote 


Business Expense Deduction 


37; and Samuel Riker, CCH Dec. 2361, 6 BTA 
890 (1927) 
“ For example, Fred F.. Fischer, cited at foot- 


note 12 

* For example, A. D. Crews, cited at footnote 
22; Chester Distributing Company, cited at 
footnote 19; Freda W. Sandrich, cited at foot- 
note 19: Cecil P. Stewart, cited at footnote 
12; and Hal HE. Roach, cited at footnote 12 

“Cohan v. Commissioner, 2 ustc © 489, 39 F 
(2d) 540 (CCA-2, 1930), rev'g CCH Dec. 3862, 
11 BTA 743 

“For example, Chester Distributing Com 
pany, cited at footnote 19; Freda W. Sandrich, 
cited at footnote 19: and Hal H. Roach, cited 
at footnote 12 

“Louis Boehm, cited at footnote 6, 

” Commissioners of Inland Revenue 


v. von 
Glehn & Company, (1920) 2 K. B. 553, 571 
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Books 


Of 
Interest 
to the Tax Man 





Guide to Canada's Taxes 


VUaster Tax Guide CCH Cana 
dian Limited, 1200 Lawrence Avenue West, 
Toronto 10, Ontario, Canada.* ‘Tenth ed 


© anadian 


tion, 1954. 335 pages $3.50 
Thi is a complete, accurate and up-to 
date guide to Dominion taxation It is 


ritten in a simple, factual styl 
upon 
ipreme Court ot 
Court and the 


and administrative 


and is based 


Dominion acts; conclusions of the 
Canada, the Exchequer 


App al Boat d: 


construction 


Income lax 


The New Depreciation Look 


Depreciation Tables Under the 1954 Internal 
Albert A Hirsch The Albee 


Company, 972 Broad Newark 2, 


$7 50 


Revenue C ode 
street, 
16 pages 
iklet 


The tables in this bo show the ap 


plicable annual rate of depreciation for 
usetul live | depreciable assets oft trom 
three to UO years Che chart for each period 


the cumulative percentage ot depr« 


itor t the end of every vear for the 
traight line, declining-balance and sum-of 
the-digits methods 


Foreign Business 


Performance 
Grace m Peru Kugene \W 
s and Frederick H. Harbison. National 
Planning Association, 1606 New Hampshir« 
Avenue, N. W., Washington 9, D. ( 1954 


112 pages. $1 


Umited State Business 


lhroad Casa 


United 


welcome 


This is a story of how private 


States 


enterprise can be made a 


economic and social asset to less developed 


study of the 


operations ot W 


countries It is a case diverse 


Pert in R (srace and 


Company 


* This 
States 


book 
from 


may be obtained in the United 
Commerce Clearing House, Inc 
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Professional Progress 


The Story of Ohio Accountancy LL. G 
Battelle. Ohio Society of Certified Publik 
Accountants. 1954 


Certainly for Ohio acc: 


220 pages 


yuuntants this book 


is must reading—nostalgic for the “old 


timers” and 


inspirational for the “up and 
For those in other 


as Ohioans, 


coming 


states, as well 


it prescribes a philosophy that 


advancement, maturity and a measure of 


success come with the something 


which he 


giving or 
of one’s self to the protession in 


is engaged Advancement in 


learning and 
methods, maturity in ethics and success of 


accomplishment are the rewards of following 
that philosophy 


| he 


vritten by a 


history of each Oho chapter is 
“native” of the 
tells of the 
and 


author of the 


particular sec 
and struggles, 


triumphs 


tion problems, 
The 


ittelle, is past 


personalities involved 


book, L. G. B: 


president and past secretary of the Ohio 
Society of Certified Publi Accountants 
The following are chapter historians Cin 


cmnati chapter, William H. Mers, past p 
dent of the 
Douglas S$ 


resi 
chapter; Cleveland chapter, 
Meaden, president of the 
Columbus chapte Hermann ( 
Miller, past president of the state society; 
Dayton chapter, Harry W. Cuthbertson, past 


president 


past 


chapter; 


and 


past secretary ot the state 
society; Toledo chapter, Homer L. Dalton, 
past president of the state society; Akron 


Canton chapter, John H. Ziegler, past presi 
dent of the chapter; and Mahoning Valley 
William D. Monroe, president of 
the chapter 


r hat ler, 


Further information 
from Robert R. Bangham, Executive Secre 
tary, The Ohio Society of Certified Publi 
Accountants, 17 South High Street, Colum 
bus 15, Ohi 


may be obtaine 


214 North Michigan Avenue, Chicago 1 
at $3.50 in United States dollars 


Illinois, 
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Articles 


Digests and Comments 
from Other Periodicals 
- « « Staff Prepared 





What's a Sale or Exchange? 


“Cancellation of Lease or Distributor’s 
Agreement—'Sale or Exchange’,’’ by 
Milton |. Baldinger. Journal of the Bar 
Association of the District of Columbia, 
October, 1954. 


The author is a member of the District 
of Columbia and Pennsylvania bars. 


Section 1241 of the Internal Revenue Code 
of 1954 provides that payments received 
by a tenant for the cancellation of a lease, or 
by a distributor f cancellation of a distri 
butor’s agreement, shall be treated as re 

therefor The Senate 
| Section 1241 to remove the sting 
of the language in Starr Brothers, Inc. 7 
stoner, 204 F. (2d) 673 (CA-2, 1953), 
although the conditions set up in this sex 


ceiver in excnange 


insert 


Comnu 


tion might not cover the situation in that 


cast 


ie tenant or dis- 


permuts t 


tributor to treat the proceeds received in 
consideration for the cancellation of a lease 

distributorship contract involving the dis 
tributorship of goods as though received for 
Section 1241 only 


distributor's agreement in 


the lease or agreement 
applies to the 
which the distributor has made a substantial 
capital investment in the distributorship 


Che section will not apply to cancellation 
of agreements requiring no substantial cap 
ital investment. Consequently, the situation 
vhich existed in Jones v. Corbyn, 186 F. (2d) 
450 (CA-10, 1950), would not get the same 
treatment under the new law There, the 
cancellation of an exclusive general-insur 
ance-agency contract was held to be a “‘sale” 
ot a capital asset Since no substantial 
capital investment was made (and no goods 
or products were involved) in the contract, 
a different result would follow under the 
new law 


Articles 


Che “substantial investment” requirement 
is intended to require that capital or assets 
of consequential value be owned and util 
ized by the distributor in dealing in or 
handling the physical products concerning 
which the agreement was made Further, 
the new section is applicable only to agree 
ments that are “distributor’s agreements” 
relating to goods; it does not apply to 
agreements relating to intangible property 
Thus, we will look to see if the taxpayer 
owns a Significant fraction or more of the 
facilities for storing, transporting, proc 
essing or otherwise dealing with the phys 


ical product, or maintains a 


substantial 
inventory. The section makes no distinction 


between wholesale and retail distributorships 


\ taxpayer-distributor who does no more 
than establish an office merely for his 
clerical operations will not get the benefits 
of Section 1241 \ distributor who has 
facilities for the physical handling of only a 
small fraction of the goods involved in car 
rying on the distributorship will also find 


Section 1241 inapplic able 


Section 1241 does not deal with the tax 
treatment to be accorded the proceeds re 
ceived, Whether a capital gain results 
depends on other sections of the Code. In 
other words, the tenant or distributor must 
show that a capital asset was involved and 
that all other conditions are met. Senate 
Report No. 1622 points out that the pro 
ceeds from the cancellation of a lease, ob 
tained by a lessee who is in the business of 
entering and marketing leases, would not be 
considered gain from the sale or exchange 
of a capital asset where the particular lease 
was held for disposition to customers in the 
ordinary course of business. 


Section 1241 narrows to some extent the 
area of between the 


Commissioner and the taxpayer 


future controversy 
However, 
whether the surrender or extinguishment of 


75 


is a “sale or exchange” is not 
covered by the 


intend to 


section. Congress did not 
prevent a transaction from being 
considered a “sale or exchange” which 
would otherwise be so treated. The section 
is limited in scope and does not constitute 


a re-examination of present law relating to 
which the 


apply. 


contracts to section does not 


specifically 


Will a 


Supreme Court’ 


new 


chapter be written by the 


Pursuit of Knowledge 
ls Taxable, Too 


‘Federal Income Taxation: Transactions 
in Aid of Education: Ill,"" by John C. 


Chommie. Dickinson Law Review, June, 
1954. 


The author is a professor of law, Dick- 
inson School of Law. 


lhe problems in the two previous parts 


of this study concerned the federal income 


tax consequences of transactions involving 
the aid of others than the 


tral 


payor. The cen 
in this, the third part, might be 


sid to consist of 


theme 


self-aid The motives of 


the payor here concern his own interests 


In some mannc! 


Once a trainee is established in a profes 
sion, Section 23(a)(1)(A) is available. How 
ever, if a that of an 


is somewhat restricted simply 


taxpayer's status is 
employee, he 


because as an employee he has but few 


“ordinary and necessary” expenses 


Ihe current regulations and a _ long 


continued administrative practice recogniz¢ 
dues paid to professional societies and sim 
ilar organizations as allowable business ex 
and the 


re wards 


penses. The cases rulings do not 


al a conflict as such items 


regulations allow 


a protessional per 


deduct the costs o! 


subscriptions to 

ynal journals and amounts currently 
expended for books “the 
is short.” On the 


useful life of which 
hand, the 
lax Unit has ruled that while 
deduct “the 


educational 


other Income 


teachers can 


price of their subscriptions for 


journals connected with their 


fession,” the “cost of technical books is 


a capital expenditure,” and may be subject 


o a depreciation deduction. Perhaps there 


intent to here, in 


make a distinction 
that the 


useful life of 


1s no 
other words, technical 
books “the hort’ 


would presumably be likewise allowed, and 


by necessary 


costs of 
which ts 


inference the 


protessional man 
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would be required to capitalize the cost of 
books of a longer useful life 


be the 
J he 
fight travel, meals 


and lodging in attending professional con- 
ventions and 


This seems to 


standard administrative 


practice. 


Service fought a ten-year losing 


with regard to costs of 


societies These items now 
constitute recognized business expenses for 
all types of professional taxpayers, includ- 


ing teacher-employees. 


The 


of advanced schooling of professional people 
is the Second Circuit decision in Coughlin v. 
Commissioner. In 


latest development in this problem 


this case, the taxpayer, 
a lawyer, and his firm’s tax man, expended 
money for travel, tuition, board and lodging 
in attending a New York 
Institute. The Institute designed for 
lawyers, accountants and others conversant 
with taxation 
The 
tinguishing the 
Circuit 


University Tax 


was 
Students were warned away 
lax Court upheld the deficiency, dis 
Hill decision The Second 


reversed 
Under the present developed case, at least 
tour to the 


training of 


basic approaches are pos 
formal 
people First 


acceptance of the 


problem of additional 


professional would > an 
dictum in the Welch case 
principle that all expenses in the 


acquisition ot 


as a basic 


knowledge by a formal 


type 


of training constitute capital expenditures. 


\ second approach would be to 


complete ly the 


reject 
capital expenditure idea in 
this area and approach all problems from 
the viewpoint of the personal-business ex- 
pense conflict. It would seem that a sound 
argument could be 


more in 


made that such an ap- 


proach is accord with Congres- 


sional intent. 


\ third 


acceptance 


limited 
of the Welch dictum; for exam- 


approach would be a 
ple, as limited to preparatory 
additional training of a cultural 
Once this question is decided, the ai 


and 


training 
nature. 
would 
be clear for a determination of whether the 


expense was personal or an “ordinary and 
necessary” business expens« 
from the 


a conceptual tax jurisprudence 


‘J his approat h 


might be desirabl mnt oF 


it 
stanape 


\ fourth approach, and one which seems 
more in accord with current developments, 
would be the converse of the preceding one, 


In other 


words, a determination on the 


personal-business expense conflict, and then, 
, resolving the question of whether 
the expenditure is 
This approach 
from the viewpoint of a 
tual tax jurisprudence 
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if necessary 


current or capital in 


nature would likewise be 


desirable concep 





LIFO Method Upheld .. . 
Child Care Funds... 


Leasehold Interest 


Canadian Tax Letter 


LIFO, FiFO—Yes or No 


LIFO can give true picture of profits, 
says the Supreme Court. 
Where the 


tuates wide ly, only 


price of raw materials fluc 


LIFO 
true gain 
Fl F-/}O—first-in, 
may give a distorted picture 


last-in, first-out 


method shows the as accurately 
first-out method 
So held the 


alirming 4 


as possible; 
Supreme Court of Canada in 
decision of the Exchequer Court which per 
LIFO method 
of costing inventory for its 1947 
veal It was held that neither the 
Wat lax Act nor the Excess 
Act defined the 
raw materials used in 
‘ | 1 


mitted a company to u the 
taxable 
Income 
Profits Tax 
which 


manner in cost ol 


manulacturing was 


determined The evidence showed 


that in a business such as was 
LIFO deter 
with greater accuracy 
Minister 


Imerican 


operation 
carried on by the company 
mined the true 
than any other 
of National Re 


Bra : Ltd 54 


income 
practical method 
enue 7 Inaconda 


DTC 1179 


Informed sources are of the opinion that 


Minister 


Privy 


+} { +] 


a good chance a thie 


ypeal this decision to the Coun 


all 


e Supreme Court ruling will result 


I 
] considerabk venue losses to the 


overnment because of the number of 


companies affected by it. Such an appeal is 


possible, as the cast was started before 


the Privy 


Council were abolished 


Adopted Children 


Funds for maintaining children taxable 
in wife's hands. 


Pursuant to a written agreement cons« 


uent upon the dissolution of their marriage, 
the appellant received from her 


former hus 


band a monthly sum for the use and 
benefit of two small children who had been 
adopted by the 


te nded 


couple 


that she 


The appellant con 


received the money not 


Canadian Tax Letter 


for her own benefit but for that of the 


children, and that she merely administered 


it aS a trustee, 


The appeal was dismissed; the money in 
taxable It held that 


court or in a written 


question Was was 


alimony fixed by a 


separation agreement, whether for the wite 
or 1of the children of the 


both, should be 


wife’s income. The 


marriage or tor 
included in the recipient 
Act deems 
children of the 


Minister of National Reve 


Income Tax 
children to be 
marriage Day v 
nue, 54 DTC 496 


adopted 


Capital Cost Allowance 


Owner has no leasehold interest in own 
property. 
In 1944, a 
able 


Six years 


taxpayer leased certain valu 
properties to a 


later he 


housing 
decided he 
properties 


corporation 
would like 
and collect the 
from them himself. He 


housing 


to recover his 


rental income made 


deal witl the whereby 


corporation 
hold 
next claimed capital 
this $5,625, on 


ave up their lease 


5,625 Phe 


st allowance in 


interest tor 
taxpayel 
respect ol 
round that it 


and a fit 


was payment fo! lease 


interest subject for 
Minister 


his diagnosis of the 


capital 
allowance The did not agree 
transaction and 


fused to allow the deduction claimed 


Dhe Appeal Board 
payer's appeal It 
pletion of the 
} 


dismissed the tax 
held that on 


transaction by 


Was com 


which the 


axpayer reacquired his property no lease 


old interest existed: the relationship of 
landlord and tenant whi 
tween the 
ration had 


| 


h had existed be 
taxpayer and the housing corpo 
terminated Phe 
spent on the 


return ot 


been money 
pal Was not 


for the 


properties but 
capital assets. It was a 
capital outlay.—Schafran v 
nal Revenue, 54 DTC 497 


nondeductible 
Vinister of Nati 
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Meetings of Tax Men 


Chicago Tax Club.—T'! 
retat Joseph J 


ident of the Chi 


omas 


Ryerson & Son 


i recent meeting 


are ( ar] kk | uebke. 
Anthony OQ. Turek 
R,. Lake, 


vel treasuret 


James 


American University.—A tax 


to the study f the Internal 
ode of 1954 wil oftered at 
Statler, Wasl mn, E Jan 
1Y Chere will be yl ession 


dealing it a wide 


variety of topics 
idual: 


trust, estat 


prob 


lem ! n madtv problems of the 
operating bi 


isiness; 


and gilt 
nuities; divi 


redemptions 


problems; life 


dends, distributions and stocl] 


insurance and a! 


partnersl Ips; capital gains and losses: sules 


ind exchanges; corporate organizations and 


reorganizations; corporate liquidations and 
Further 
from the office of the 
Institute, Professor F. K 


Street, N. W W ashington, 


ales of corporations information 


may be obtained 
Director of the 
Mann, 1901 | 


LD). ( 


Illinois May Not Ban 
Overloaded Trucks 


Illinois had attempted to suspend the li 


cense of an interstate trucker for allegedly 


habitually violating the 
regulations Vhe 
that 


as a penalty 


state’s truck weight 
supreme had 
used 


state court 
might be 


wholly 


ruled such suspension 


only against intrastate 


operators 

Che United States Supreme 
Castle v. Hayes Freight Lines, 
upheld the Illinois Supreme 
may not 


Court, m 
3 stc § 200-114, 
Court. A state 
deny the use of its highways to 
interstate truckers merely because they have 


violated the state’s highway laws. Such a 


78 January, 1955 @ 


Taxes... 


Tax People... 
Things Taxed... 


Suspension ol 
rier’s rights to 1 r highw: is equiv 
alent toa partial suspension ot its federally 
granted certincate, 


Motor Carrier Act, 


revoked, suspended or 


leral 


; 


and, under the Fe 
no certincate 1 
changed 

a hearing 


and finding by the 


Commerce Commission that 


| 


wilfully failed to comply wi 


the act or with regulatio1 


gated under it 


State Tax News 


California—The gross receipts from the 
sale of a California retailer to a foreign pi 


chaser, delivered f.o.b to a 


point in 
where an agent of the purch: 
prepared it Iof 
shipped it to a 
subject to the sales 


Attorney held 


Such a sale would not be part of the export 


lornia 


received the merchandise, 


export and 


foreign desti 
nation, are 


tax, the 


California 


General recently 


process, as delivery by the retailer to th 


} 


agent was not the act which began a con 


tinuous movement to a foreign destination 
A foreign corporation which maintains no 


office o1 California and sells 
its products only to wholesalers with whom 


sale Ss rorce in 
it has no franchise agreements or contracts, 
but solicits by mail, is not doing business in 
the state—Estwing Manufacturing Company 


uv. Superior Court of San Mateo County et al 


Delaware.—T he 
deduction of a 


Delaware statute allows 
reasonable 


and 


amount tor ex 


haustion, obsolescence and 


weal tear, 


depletion. This provision will permit th« 
recognition of the allowances on depreciable 
property that are adopted for federal put 
poses under the Internal Revenue Code of 
1954. Although changes regarding annuities 
have been made in the Code to the 


effect that the annual exclusion be based on 


new 


the annuitant’s life expectancy, no changes 
are planned in Delaware’s present policy 
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that payments received on annuities are not 
taxable until the total 
then, all payments 
taxable in full 


cost has been re 


covered; received are 


Indiana.—Federal form W-2 will no 
be accepted by the 


longer 
Indiana Department of 


State under any 


Revenue circumstances 


lowa.—Thirty-eight of the sales and us¢ 


ions have been amended and one 
added by the State Tax Commis 
Gross receipts from all sales of goods, 
merchandise used for public pur 

to any tax-certifying or 


of the 


tax-levying 
state or governmental subdivi 


thereot aré exempt Pr 


now visions 
ve been repealed regarding the issuance 
f temporary permits to retailers temporarily 
have be en 
enacted stating that persons temporarily en 
gaged in selling from trucks and portable 
and concessionaires at fairs 


report 


engaged in business. Provisions 


roadside stands, 


and 


] 


and use 


carnivals must and pay sales 


tax on a nonpermit basis. Itinerant 
merchants who do not have a permanent or 
lowa are also re 


mxeqd < e or business in 


quired to report and 


remit sales tax on a 


onpermit basis 


Maryland. 


relating 


Income Tax Regulation 4, 


to depreciation and depletion, will 
be amended to Oo t] new depreciation 


id depletion standards set forth in the 


1954 


1 


al Revenue Code oT 


New Mexico.—The use of 
W-2 in lieu of form 161-A 
mitted by t] Mexico 


Divisiotr vi , the 


federal form 
will be pet 

Income Tax 
marital 


shown, 


Status of 
and if the 
employ ; a married woman, the 
listed. All information 
Federal Insurance Con 


deleted 


+] 
name ol 
her hu 1u Y 
pertaining 

tributions Act 


rorm 


New York. 
lation 


Comm oO ¢ 


must be from the 


Personal Income Tax Regu 
revised by the State 


with 1954 


ns have been ‘Tax 


ontorm legisla- 


Among the 
one relating to annuities; 


tion 


major amendments 


Was 
others provide oT 
the extension of reductions and exemptions 
for an additional year. The income tax for 
Wal bonus was repealed 


Oklahoma.—A 


tutional 


recently approved consti 


amendment authorizes the 


re al 


legisla 
properties of tax 
ges unpaid for any 
than the periods fixed 
taking of title to real property 
by prescription is authorized 

\ tax subject to 
the property owner 
edge of the 


ture to absolve 


and 
assessment char period 
equal to ofr greater 


by law. The 


deed is cancellation if 
had no notice or knowl- 
application for a deed by a tax 
holder, though 
commenced by the prop 
after title was 
Rockett et al., 1 OKLA 
es © 200-005 


certincate even action tor 
cancellation was 
erty ownel ovel a year 
acquired.—Robinson v 


HOMA TAX CAS 


Life Insurance 


Payments to American families from life 


and annuities 
1954 
billion 

total of ten 
death 
| declined in 
riod Aggregate death 


s¢ be Cause 


very nearly reached 


The 


insurance 
$5 billion 
the vear is 
tically 
even 


during 
$4,935 


estimate tor! 
Chat is 


years earlier, 


prac 
twice the 


though the rate among policy 


ee , 
holders has 


that ten-year pe 


benefit payments 


of the great increase in number 


of policyholders, and the increase in aver 


ned per policyholder; living 


benefits to policyholders for their own us 


age amount ow 
have increased at an even more rapid pace 
Death benefit $2.055 billion 

1954 and payments to policyhold 


$2.88 billion, 


were 


payments 


’ 
total 


cent 


new lite 
$47.6 billion in 1954, 
with the 


Purchases of insurance wert 
and total life 
than 800 life 
$339 
billion in the single year, 


Life 


Insurance 


in lorce more insur 


ance compani¢ rose to billion, an 


increas 1 $35 


ording to the Institute of Insurance 


City Tax Calendar... 


February 1—Louisiana 


sale dealer 


New Orleans whol 


occupation license tax due 


February 15—Arizona Phoenix 
privilege tax reports and payment due 


rado: Denver reports 


ment due 


business 


( olo 


sales tax 


February 20—Louisiana: New Orleans sales 


and use tax reports and payment ‘duc 


Tax-Wise 


February 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports 


and payment due 


February 28 
receipts tax reports 


p 
Missouri St. 


ing reports 


California: Los Angeles gros 
and payment 
Louis employer withhold 
and payment due Pennsyl 
Scranton employer information re 


due 


vaonia 


for school district income tax due 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: February 1—Corporation per 


mit applications and fees due 


CALIFORNIA: February 7—Oil and 
production tax 


(last 


Rds 
installment due 

February 15 
information reports and pay 
ment of amounts withheld due 


Sec ond 
day) Personal in 


come tax 


COLORADO: February 15 


come 


Corporate in 
reports duc 
intormation 
ruary 28—Property 


installment due 


miormation Personal 


Feb- 
first 


income reports due 


and mine tax 


CONNECTICUT: 


and domesti cor 


| oreign 


February 15 
poration annual reports 
and tees to be filed with Secretary of State 


due 


DISTRICT OF 


COLUMBIA: February 
15—l1 


come information reports duc 


ILLINOIS: 


Stateme! 


Franchise tax 


February 28 


ts due (last day) 


IOWA: February 1 


freight line and equipment companies du 


Property tax from 


Statements ot 


property claimed to be 


exempt from ad valorem taxation from 


war veteran, religious, 


literary and chart 


table associations due (last day) 


LOUISIANA: February |! 


poration reports duc 


porat 


Domestic cot 
February 15—Cor 
information reports due Personal 
income information reports due 


MARYLAND: February 15 


come 


{ orporate in 


information Personal 


reports due 


income information reports due 


MISSISSIPPI: 
first 


February 1—Property tax 
semiannual installment duc 


NEW JERSEY: February 1 


quarterly installment duc 


Property tax 
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1955 FEBRUARY 1955 


| SUN MON TUE WED THU FRI SAT 


l«nan 1 23 4 5 
(6 7 8 9 101112 
(13 14 15 16 17 18 19 
/20 21 22 23 24 25 26 
27 28 


NEW MEXICO: February 1 
property reports due. February 7 
erty railroad, 


Mineral 

Prop 
reports from telegraph, 
and 


companies due. 


telephone transmission or pipeline 


NEW YORK: February 15—Personal in 
come information reports of amounts paid 


residents due 


Personal income tax fourth 


installment due. 


NORTH DAKOTA: February 15—Prop 


erty tax reports from railroad companies 
due 


OKLAHOMA: February 15 


income information reports due 


( orporate 
Personal 
income information reports due 


OREGON: February 1—Property 
from utilities due. February 15 
intormation 


reports 
Personal 
income reports due 


Prop 


erty tax quarterly installment due 


PENNSYLVANIA: 


sonal property 


February 15 — Pe 


reports duc 


RHODE ISLAND: February 28—Cor 


poration annual reports due 


SOUTH CAROLINA: February 20 
erty reports from pawnbrokers due 
ruary 28 


due (last day) 


Prop 
Feb- 
tax reports 
utility 


( orporation licens 
Public 


due (last day) 


franchise 
tax reports 


SOUTH DAKOTA: February 28 


corporation tax reports and payments due 


Foreign 


UTAH: February 10—Mining property tax 
February 14 


ports from publi 


reports due Property r 


utilities duc 


VERMONT: 


come 


February 15—Personal in 


information reports due 


VIRGINIA: February 15—Information at 


the source reports from corporations and 
partnerships due 


WISCONSIN: February 28 
property tax and real property tax (if paid 
in single installment) due 


TAXES —The Tax Magazine 


Personal 





Federal Tax Calendar 


February 1— 


Return distribu- 


due of 1954 corporate 
tions claimed to be nontaxable or partly 
nontaxable to stockholders. Forms 1096 
and 1099 (Reg 118, 


39.148(b).) 


ilations section 


February 10— 

Return for (enumerated be- 
February 28) due for quartet 
December 31, 1954, 


return 


excise taxes 
low unde 
ending 
if, the 
pository 


if, and only 
is accompanied by de 
receipts (Form 537, Depository 
Federal Taxes), 
showing timely deposits, in full payment 
of the taxes due for the entire quartet 
Form 720. Part 477 

Return and Payment of Certain Excise 


Receipt for Excise 


(Regulations 


axes ) 


February 15— 
Due date 
federal 


of deposit by employer with a 
bank or authorized de- 
positary of the amount of (1) income 
tax withheld from under Code 
Section 3402, (2) employees’ tax with- 
held under Code Section 3102 and (3) 
employer's tax under Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded $100 
Due date, by 
for year ending August 31, 
case of (1) 


reserve 


wages 


general extension, of returns 
1954, in the 
foreign partnerships, (2) 
foreign corporations which maintain an 
United 
(3) domestic corporations which 

their business and keep thei: 


books of 


corporations whose 


othee of 
states, 


transact 


place of business in the 


records and 


accounts abroad, 


(4) domesti prin 
cipal income is from sources within the 
possessions of the United States and 
(5) American citizens residing or trav 
eling abroad, 


including persons in the 


service on duty out 
side the United States 
118, Section 39.53-3(a) Forms C3}, 
1065; (2)-(4), Form 1120; (5), 
1040.) 


military or naval 


(Regulations 


Form 
Form 


Monthly 


holders and of officers and directors ot 


information returns of stock- 


foreign personal holding compamies due 


for January Form 957. 


Due date for delivery to district director 


of internal revenue, by stamp depos- 


itaries of the United States, of requisi- 


tions for all stamps purchased during 


the preceding month, with statement 


showing beginning 


stamps on hand at 
and end of such month and stamps sold 
Payment also due 


sold 


during that month 


for proceeds of sales of stamps 


during preceding month 


February 28— 
Due date of annual 
ol dividends, 


intormation returns 


salaries from which tax 


has not been withheld, and other pay- 


1099, Form 1041 
by fiduciaries reporting distributions to 


ments. Form except 


beneficiaries of estate or 


Annual 
foreign 


trust 


return of information due as to 


items paid to an 


partnership or fiduciary 


individual, 
Form 1099 


Due date of annual return of information 
on distributions in liquidation, 
1096, 10991. 


Forms 


Due date of annual] return of information 
received by other than 
Form 1087 


as to income 


actual owner thereof 


Due 
excise 


date for following 


payment ol the 
taxes for January to an author- 
ized depositary, if such taxes reportable 
for January exceeded $100 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable 


taxes on Sale 


messages and services; trans 


portation of persons; admissions, dues 


and initiation fees; gasoline, lubricating 


oils and matches; sales by manufac 


turers, including sales of 


pistols and 
revolvers; processing of 


sales by the 


certain oils; 


retailer; manufacture of 
sugar; transportation of property; and 


diesel fuel. (Regulations Section 477.4.) 
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